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THE TREATMENT OF MANUFACTURING 
EXPENSE UNDER A SYSTEM 
OF STANDARD COSTS 


by 


JOHN L. CuRTIS, DIP. COM. 


1. Much has been achieved in recent 
years by leading Australian accountants to 
remove from the profession the stigma of 
a debit and credit mumbo-jumbo that had 
been accepted for so long as accountancy. 
This has been particularly true in the field 
of cost accounting, in which sphere there is 
now general recognition of the necessity 
for a scientific approach to the problem of 
cost determination. However (and this 
may not be surprising in view of the rate 
of advancement that has been made), there 
is now evidence to suggest that many 
accountants have let their heads go, and, in 
seeking to build upon the contributions of 
enlightened reformists, have, in their en- 
thusiasm, devised elaborate ‘‘systems’’, 
which, even where they do not violate fun- 
damental principles, often comprise no 
more than purposeless rituals. 

It would appear that we are passing 
through a reactionary period in which the 
subtle influences of the past are threaten- 
ing to so encumber accounting practice as 
to rob the present of many of the advan- 
tages of modern theory. While it is grati- 
fying to find that the old prejudice” in 
favour of the conventional form of account 
& passing in favour of greater elasticity, 
itis to be regretted that there is not the 
same general appreciation of the desira- 
bility of statistical analysis outside the 
books of account. Unfortunately, there are 


still too many who slavishly advocate that 
all analysis should be incorporated in the 
accounts. There is much to be said for the 
dictum that the accounting system should 
be the slave and not the master, but it is 
not so certain, as many would appear to 
believe, that the accounting system can be 
made to do anything. It should not be 
forgotten that there are many things which 
can be done better outside the accounting 
system as such. However, it would appear 
that the thoughtful accountant is becoming 
increasingly conscious of the need for an 
early stocktaking of our store of theory, 
for one cannot escape the conclusion that 
too much has been written by too many 
during recent years. Today, perhaps more 


‘than at any other time, there is an urgent 


need for a satisfactory Australian text to 
co-ordinate modern theory and practice for 
the guidance of both the practising 
accountant and the student. 

2. In the treatment of manufacturing 
expense, under a system of standard costs, 
there exist a variety of popular ‘‘methods’’, 
which leave much to be desired from the 
point of view of clarity and logical analy- 
sis. It would appear that many of these 
alleged methods are applied blindly, with 
little attempt to test their validity or inter- 
pret their results. For purposes of exam- 
ination it is convenient to classify these 
methods into two general classes: 
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(a) Those which employ two variation (iii) an efficiency variation ae 
accounts ; count. 

(i) a spending variation account, Our purpose will be to examine thege 
* gee methods to discover whether they can pro- 
(i) a volume variation account; ide jntelligible information, and whether 
or not they are consistent with basie 
accounting principles. 
. ‘ — In order to facilitate our inquiry a very 
(i) aspending variation account, simple case will be examined, based upon 


(ii) a volume variation account, the following data: 


(b) Those who employ three variation 
accounts ; 


BUDGET FOR PERIOD: ’ 
Mfg. Expense: Variable Expense 
Fixed Expense 


Total 
Direct Labour: 


Basis of. allocation of Mfg. Expense: 50% of Direct Labour applied to 
duction. 


PosITION AT END oF PERIOD: 
Actual Mfg. Expense: £195 
Absorbed Expense : £150 
Actual Labour (No Price Variation) : £400 


Examination of these figures will reveal that Mfg. Expense for the period 
has not been fully absorbed. 

Actual Expense £195 

Less Absorbed Expense 150 


Under Absorbed Expense £45 


It is clearly necessary, in the interests form no part of cost of production. 
of effective control and scientifie cost deter- 3. The ‘first conventional method, te 
mination, to subject under-absorbed ex- which reference has been made, analyses 
pense to further analysis in order to dis- ynder-absorption expense under two head- 
cover the elements which have given rise jngg- 
to such under-absorption of expense. Such 7 
analysis should not only reveal the magni- 
tude and direction of the component ele- 
ments, but should isolate those which may In relation to the data given above these 
be fairly regarded as losses, t.e., those which would be determined as under: 


(a) spending variation ; 
(b) volume variation. 


(1) SPENDING VARIATION : 
Budgeted Expense £200 
Actual Expense 195 


Spending Variation £5 CREDIT 


(ji) VoLuME VARIATION : 
3udgeted Expense 
Absorbed Expense 


Volume Variation : DEBIT 
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We shall see that the error in this 
approach originates in the attempt to 
record in the accounts the difference be- 
tween the budgeted expense and the actual 
expense aS a spending variation. In this 
instance, the spending variation is recorded 
as a credit of £5. The implication that 
necessarily arises is that there has been a 
gain of £5 as a result of the actual expense 
being less than that provided for in the 
budget. Of course this would not be so, 
for no such simple relationship exists be- 
tween budgeted and actual expense. The 
only case where such treatment would be 
valid would be that in which a flexible 
budget was being employed. The error, 
underlying the second variation, follows 
directly from the first. We know that 
under-absorbed expense is £45, and, in 
consequence, once we have fixed the first 
variation at £5 credit, the second variation 
ean only be £50 debit. Thi#treatment im- 
plies that idle capacity will vary in some 
sort of inverse ratio with the spending 
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variation. Obviously, no such relationship 
exists, and any ‘‘method’’ based upon such 
premises must necessarily be invalid. Con- 
clusive though this may be, there is a more 
fundamental objection to such calculation 
of the variation in manufacturing expense 
attributable to variation in the level of out- 
put. The implication, implicit in this 
treatment, is that the difference between 
budgeted expense and absorbed expense 
provides a measure of the extent to which 
budgeted capacity has not been realized 
during the period. This overlooks the sig- 
nificance of the distinction between fixed 
and variable expense in the composition of 
the budget of manufacturing expense, at 
the anticipated level of output. 

4. Under the second type of treatment, 
an attempt is made to analyse under- 
absorbed expense under three headings: 

(a) spending variation ; 
(b) volume variation ; 
(ce) efficiency variation. 


In relation to the data given above, these would be determined as under: 


(i) SPENDING VARIATION : 
As in Method 1 

ii) VoLUME VARIATION : 
Budgeted Expense 


£5 CREDIT 


£200 


Expense which would have been ab- 


had 
been 


S¢ yrbed 9 
Rate 


Volume Variation 


(iii) Errictency VARIATION: 


Standard Expense 
applied to 
Labour—2.e., 50% of £400 


Actual 
= £200 
Nil 


Expense which would have been ab- 


sorbed as in (ii) above 


Absorbed Expense—~.e., Expense ab- 
by applying Standard Expense 


Rate to Standard Labour. 


50% of £300 


Efficiency Variation 


What has already been said in relation 
to the validity of treatment of the spending 
variation applies equally here. In this in- 
stance, what was previously treated as a 
volume variation is now split into two ele- 
ments, the sum of which (i.e., £50 debit) 
8 necessarily determined by the value of 


150 
£50 


DEBIT 


the spending variation. As with the first 
method, if the treatment of the spending 
variation is not valid, the other two vari- 
ations cannot be valid, for no attempt at 
‘‘refined’’ classification can improve what 
is fundamentally wrong. However, let us 
examine these variations in greater detail. 





4 The Australian Accountant 


Volume Variation. 


It is suggested that the difference be- 
tween budgeted expense and the expense 
that would have been absorbed in produc- 
tion, had the standard expense rate been 
applied to actual labour instead of to stan- 
dard labour, represents a measure of the 
variation in expense attributable to vari- 
ation in the level of output. The impli- 
cation here is that the difference between 
budgeted labour and actual labour reflects 
the extent to which actual capacity utilized 
has fallen below budgeted capacity. Obvi- 
ously, this is not valid, as it fails to recog- 
nize that volume of output, and not labour 
hours, is the criterion against which util- 
ized-capacity is*to be measured. Should 
any doubt still exist as to the invalidity 
of this treatment, it should be dispelled by 
the results shown in the above workings, 
for, notwithstanding that output is obvi- 
ously 25% below that anticipated, the 
volume variation given by this method is 
zero. The fundamental assumption upon 
which it rests, viz., that volume of output 
is reflected by the actual labour paid for, 
irrespective of its productivity, is obvi- 
ously false. 

Efficiency Variation. 

The title of this variation implies that it 
provides a measurement of efficiency, in 
relation to manufacturing expense, al- 
though in just what regard it would be 
difficult to say. While it is likely that 
many realize that it indicates no such 
thing, the fact that it is caleulated to con- 
fuse provides sufficient grounds for its 
rejection. However, there are stronger 
grounds than this for discarding such a 
method of treatment. A debit balance in 
this account, for example, can do no more 
than indicate that labour has been less 
efficient than had been ‘anticipated; it can 
give no indication of the extent, if any, to 
which the difference between budgeted 
expense and actual expense has been due 
to such labour inefficiency. It does not 
provide a measure of labour inefficiency, 
and, moreover, even if it did, it would still 
serve no useful purpose for a satisfactory 
measure of labour efficiency may be ob- 
tained from an analysis of the labour 
quantity variation. 

5. Let us* forget, for the moment, any 
preconceived notions we may have in re- 
gard to the treatment of manufacturing 
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expense under a system of standard costs, 
and seek to build-up, from a comparison of 
actual with anticipated operating results, 
a logical explanation of some of the major 
factors giving rise to the under-absorbed 
expense at the end of the period. = 

We have already noted that manufactur- 
ing expense for the period has been under- 
absorbed to the extent of £45. Further 
analysis will reveal that, since manufactur. 
ing expense has been absorbed on the basis 
of 50% on standard labour cost, the antici- 
pated level of production, upon which the 
budget was based, was that associated with 
a standard labour cost of £400. Since ab- 
sorbed expense for the period was £150, 
the value of standard labour applied to 
production was £300, from which it follows 
that the actual volume of output has been 
25% lower than was anticipated. Provided 
that the budget was scientifically prepared, 
this will indi@te that for the period an 
idle capacity loss has: been incurred to the 
extent of: 

25% of £80 (Fixed Expense) = £20. 
Moreover, it would be reasonable to expect 
that, at the reduced level of output, vari- 
able expense should be below that provided 
for in the budget. Assuming, for the sake 
of simplicity, that this part of manufactur- 
ing expense varies directly with output, we 
should expect to find that the variable ex- 
pense, associated with the realized level of 
output, should be: 

75%. of £120 = £90. 
Therefore, the appropriate level of manu- 
facturing expense, that should have been 
associated with the realized level of out- 
put, is £170, made up as follows: 
£90 
£80 


Variable Expense 
Fixed Expense 
£170 


Total 


Actual expense for the period has been 
£195; therefore, there has been excess 
spending to the extent of £25. 

We are are now in a position to indicate 
how the £45 under-absorbed expense 8 
made up, and to present the following 
casual analysis: 

Excess Spending £25 
Idle Capacity Loss 20 


Under-Absorbed Expense 


£45 
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Should it be,desired, the excess spending 
may now be subject to a detailed analysis 
to reveal the factors which have been 
responsible for it. 


MetuHop 1 
£5 
£50 


(Gain) 


Spending Variation 
( Loss ) 


Volume Variation 
Efficiency Variation 


The Australian Accountant 


5 


Just how different this analysis is from 
those resulting from the application of the 
other two ‘‘methods’’ is brought out for- 
cibly by the following table: 


MeETHOp 2 MetuHop 3 


£5 (Gain) 


£25 (Loss) 
£20 (Loss) 


£50 (Loss ) 





Under-Absorbed 


Expense £45 


£45 £45 





These figures speak for themselves, and 
made apparent. 


the errors of the first two methods are 


Moreover, it should be pointed out that method 3 calls for no elabor- 


ate treatment in the accounts, the following simple procedure being all that is neces- 


sary: 


Manufacturing Expense Control Account. 


£195 


Payroll Voucher Register 
. Ln) 


Balanee brought forward 
(Under-Absorbed Expense ) 


Transfer to Mfg. Expense Ab- 
sorbed Account 
Balance carried forward 


Manufacturing Expense Absorbed Account. 


Transfer to Mfg. Expense Con- 
trol A/c. 


£150 


If thought desirable the under-absorbed 
expense may be transferred to an over- or 
under-absorbed expense account. In any 
ease, the amount of under-absorbed expense 
can now be disposed of directly on the 
basis of an analysis of the causes which 
have given rise to it. 

It should be pointed out, in conclusion, 
that it is not suggested that method 3 is 
an ideal treatment, but rather that it 
demonstrates how unsatisfactory are the 
conventional methods and the fundamental 
errors upon which they are based. The 
assumption that the budget of manufactur- 


Mfg. Expense in Process A/c. 
_—— 


ing expense is capable of division into two 
watertight compartments—fixed and vari- 
able expense—is obviously unreal, but it 
has been useful in revealing certain falla- 
cies which have given rise to much con- 
fusion of thought on this subject. A com- 
pletely satisfactory treatment of under- 
absorbed expense necessitates the use of a 
scientifically prepared flexible budget, 
against which operating results may be 
compared, but, if the fixed budget be per- 
sisted with, the method suggested above 


* will provide a logical and fairly satis- 


factory analysis. 
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ACCOUNTING PROFITS 
AND TAXABLE INCOME 


by 


L. A. BRADDOCK, B.EC., A.U.A., F.I.C.A. 


Being a Commonwealth Institute of Accountants Research Lecture delivered in 
Hobart on September 29, 1948 and at the University of Melbourne on October 6, 1948 


PART I—BASIC 


Introduction. 

The Education Committee of The Com- 
monwealth Institute of Accountants, in 
inviting me to join the panel of Research 
Lecturers, suggested that I might follow up 
the topic introduced by the late Mr. Alan 
Clunies Ross when he delivered the Second 
Research Lecture in The Melbourne Uni- 
versity in 1941. In his lecture on Account- 
ing Concepts in Australian Legislation’, 
Mr. Ross briefly surveyed a whole range 
of State and Federal Acts, each of which 
impinged in some way upon the practice of 
accountancy. Od the subjects mentioned in 
that lecture, I have, with some diffidence, 
chosen the topic of Income Tax Legislation, 
and in attempting to expand on the work 
of Mr. Ross, I find myself, at the same time, 
touching on some aspects of the work of 
Mr. N. S. Young in his lecture delivered in 
The Perth University in 1945.) 

A full treatment of accounting concepts 
in Australian Ineome Tax Legislation 
would be a monumental work. On the one 
hand it would range over the historical 
development of Income Tax in this country, 
and on the other hand it would require a 
detailed examination of numerous account- 
ing concepts and chaging methods and 
changing emphasis in the determination of 
taxable incomes and accounting profits 
down through the years. Such a task would 
be worthy of the labours of a Kellie, a 
Hall’, or even of their worthy contempor- 
ary, J. A. L. Gunn’, each of whom would, 
| am sure, be capable of handling such an 
assignment with supreme aplomb, and 





© The Australian Accountant, Vol. XI, No. 10. 
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DIFFERENCES 


would be able to produce a work which 
would be at once readable and informative, 
albeit, with the exception of the last-named, 
slightly censorable. For the purpose of a 
single lecture, we must be content with a 
less ambitious objective, and I propose te 
confine myself to what I consider to be 
some of the basic differences between busi- 
ness profits as measured by accounting 
standards, and the measurement of taxable 
incomes for the purposes of the Income Tax 
Assessment Act. (Note—In this paper, 
references to the ‘Act’ are references to 
The Commonwealth Tax Assess- 
ment Act 1936-47. 


Income 


What is Income? 

The very title ‘‘Income Tax Assessment 
Act’’ suggests that the term ‘‘Inecome”’ is 
to be defined in precise yet comprehensive 
terms. An examination of the Act reveals 
that no such definition is attempted, which 
is not surprising when the complexity of 
the problem is considered. In fact the Aet 
as a whole may be deemed a definition, in 
that many of its sections set out what # 
and what is not taxable. Some of these 
sections are conclusive in themselves iM 
determining liability to tax, e.g. Section 26, 
or exemption therefrom, e.g. Section 23 
Other sections are not in themselves con- 
elusive, in that they have used the technical 
terminology of the economist or of the 
accountant (e.g. Section 51) and taxability 
of income or deductibility of expense B 
determined by judicial interpretation of 
the meaning of the terms used. In these 
circumstances, it is sometimes necessary to 
go behind the Act and to study the inter 
pretation of the concepts in the realms of 
Income Tax Case Law, and to learn from 
decided cases what is the legal definition 
of ‘‘income’’ for taxation purposes. 
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Basic Differences—continued. 

In Section 25, the Act sets out a general 
rule for determining assessability as under: 

25.(1) The assessable income of a tax- 

payer shall include— 
(a) where the taxpayer is a 
resident— 
the gross income derived 
directly or indirectly from 
all sources whether in or 
out of Australia, and 
( ) Saree 
which is not exempt income. 

Section 51 makes provision for deduc- 
tions which may be made from the gross 
income to determine net or taxable incomes. 
The section is quoted: 

51. (1) All losses and outgoings to the 
extent to which they are incurred in 
gaining or producing the assessable in- 
come or are necessarily incurred in carry- 
ing on a business for the purpose of 
gaining or producing such income, shall 
be allowable deductions except to the 
extent to which they are losses or out- 
goings of capital, or of a capital, private 
or domestic nature, or are incurred in 
relation to the gaining or production of 
exempt income. 

The two sections must be brought together 
to determine taxable income. In accounting 
terms, section 25 determines the income 
eredits, and section 51 the income debits. 
Taxable business incomes then stand re- 
vealed as the residue which results. The 
process is essentially one of ‘matching’, 
stting of costs incurred against income 
derived. The two sections provide in gen- 
tral terms for the factors which are to be 
included in the process of matching costs 
and incomes. Many other sections of the 
Act stipulate particular items which must 
be included in the assessable income or 
which may be included with the allowable 
deductions. The result is to add to the 
general matching a matching of particular 
tests with particular incomes for a particu- 
lar purpose—the determination of the tax- 
able remainder. 

In the process of determining the taxable 
remainder, for this particular purpose, the 
tules which must be followed are those laid 
down by the Act, by the regulations, and 
by Court interpretation in decided cases. 

By contrast, the accountant determines 
what we may call pure accounting profits 

the application of accounting doctrines, 


rules, and conventions. In the world of 
business, pure accounting profits deter- 
mined in this way are frequently modified 
by the opinions and policies of manage- 
ment in determining the final business 
profit for a given period. 

Because they are conditioned by copsider- 
ations of financial prudence and conserva- 
tism in reporting results, such managerial 
opinions and policies introduce an arbit- 
rary factor into the problem of the deter- 
mination of business profits. This being 
so, the comparisons drawn in this paper 
will be comparisons between pure account- 
ing profits as such, and taxable incomes as 
determined by the Act. The accounting 
procedure in determining pure accounting 
profits and the distinction between profits 
ascertained in this way and ‘profits’ as 
affected by financial policy are well ex- 
plained by A. A. & G. E. Fitzgerald in the 
following terms :‘®) 

The preparation of a profit and loss 
statement and a balance sheet involves 
a series of apportionments of income and 
expenditure, income deemed to have been 
earned during a given accounting period, 
and expenditure the benefit of which is 
deemed to have been exhausted in the 
earning of that income, are brought to- 
gether, or ‘‘matched’’ in the profit and 
loss statement for that perjod; income 
received, but not yet earned, and expen- 
diture incurred, but tot yet exhausted, 
are carried forward in the balance sheet, 
with the intention that they shall be 
brought into the profit and loss state- 
ments of future periods. These appor- 
tionments are based on certain well-estab- 
lished rules, conventions and doctrines 
of accounting, in the formulation of 
which conservatism (in its derived sense 
of caution) has been the over-riding 
consideration. In some cases, in the 
interests of financial prudence, the appli- 
cation to known facts of conservative 
accounting conventions may be carried 
to more extreme lengths than in others. 
For these reasons, profit and loss state- 
ments and balance sheets are conditioned 
both by accounting convention and by 
opinion and financial policy ; the ‘‘ profit’’ 
disclosed by a profit and loss statement 
must be interpreted in the light of 
accounting concepts of profits, and must 





» ™ Form and Content of Published Financial 
Statements, Page 16. 
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Basic Differences—continued. 

be regarded as an expression of opinions 

which have been formed with special 

eare for financial prudence ; the ‘‘assets’’ 
shown in the balance sheet must be 

understood as being ‘‘assets’’?’ in a 

specialised accounting sense. 

The first two sentences of the quotation 
summarize for us the accounting procedure 
in determining periodic profit. It is essen- 
tially a process of matching costs against 
earnings to determine a residue which is 
the accounting profit. In this respect the 
procedure is similar to that involved in 
the matching of allowable deductions with 
gross assessable incomes, and both for tax- 
ation and accounting purposes, ‘‘income’’ 
stands revealed as a remainder or residue. 
However, the two similar processes of 
matching costs and incomes give different 
resultant profits, as the factors to be 
matched depend in the one ease on the 
provisions of the Act and legal interpreta- 
tions, and on the other hand they rest on 
the rules, conventions and doctrines of 
accountancy. This is why accounting 
profits determined by accounting methods 
for accounting purposes do not neces- 
sarily correspond with taxable incomes 
determined under a different set of rules 
for a different specialized purpose. As the 
legal determination prevails, for the special 
purposes of taxation, over the accounting 
result, every business is faced with the need 
to determine annually two different profits 
from the same operations. As Lord Presi- 
dent Clyde put it in The Roebank Printing 
Case: 


‘ 


Even where a proper trading account, 
unexceptionable in every respect from 


the point of view of sound commercial 

principle, has been submitted, it is liable 

to be trimmed so as to bring it into con- 
formity with the special provisions of the 

Income Tax Acts. 

The basic problem then, is to ascertain 
the differences between the legal rules for 
the determination of taxable incomes and 
the rules, conventions and doctrines applied 
by the accountant for his purposes. Of the 
many differences noted, I consider the 
following to be basic, and shall deal with 
each in turn: 

1. The legal insistence on and applica- 

tion of the ‘‘capital’’ and ‘‘revenue’”’ 
concepts as distinct from the acceunt- 
ing concept of longer period cost 
absorption ; 
The legal denial of the processes of 
‘*provision’’ accounting, as contrasted 
with the accounting use thereof in 
obtaining a more exact matching of 
costs and incomes in the short period; 
Differing interpretations of section 51 
deductions, losses or outgoings ineur- 
red in producing the assessable in- 
come or necessarily incurred in carry- 
ing on a business. 

Of these, the first and second factors in- 
volve considerations of income as well as 
considerations of expenditure or allowable 
deduction, whilst the third is concerned 
with expenditure. 

In the discussion which follows I have 
drawn rather heavily on reported cases m 
seeking the reasoning behind the judgments 
and in ascertaining the legal attitude to 
these questions. 


PART II—CAPITAL AND REVENUE. 


The Act sets out to tax income or revenue 
gains, not capital increments unless they 
are of a type which comes within the scope 
of specific sections. Similarly expenses of 
a ‘‘capital nature’’ are excluded by s. 51 
from the equation which determines tax- 
able incomes unless specifically included as 
a deduction by statutory warrant. Now 
these terms ‘‘capital’’ and ‘‘revenue’’ as 
applied to receipts and expenditure are 
not uniquely legal technical terms. They 
are common also to the technical vocabulary 
of the economist and the accountant, but 
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with different meanings and representing 
different functions in each branch of know- 
ledge. Section 51 does not define ‘‘capital” 
or ‘‘revenue’’, it only excludes capital ex- 
penditure from the scope of allowable de- 
ductions, and in order to get at the legal 
interpretation of the terms it is necessary 


to have recourse to decided cases. The first 
of such eases to which I wish to refer 8 
that of J. & R. O’Kane v. Commissioners 
of Inland Revenue, 12 T.C. (1917). 

The question involved was whether pro- 
fits on the disposal of trading stock in the 
winding-up of a business were assessable 


(Continued on Page 9) 
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ACCOUNTING PROFITS AND TAXABLE INCOME—continued 


Capital and Revenue—continued. 

for the purpose of excess profits tax, i.e. in 
taxation terms were they revenue receipts 
or capital receipts. Sir James Campbell’s 
judgment was that such receipts took place 
“in the Carrying on of a trade or business’’, 
and were revenue receipts. His decision 
was upheld on subsequent appeal to the 
House of Lords, and of particular interest 
to us, is the following extract from his 
judgment : 

Fletcher Moulton, L.J., in a singularly 
lucid exposition of the law (In re Span- 
ish Prospecting Co. Ltd.) points out that 
‘‘profits’’ implies a comparison between 
the state of a business at two specific 
dates, usually separated by an interval 
of a year, that their fundamental mean- 
ing is the amount of gain made by the 
business during the year and that this 
can only be ascertained* by a comparison 
of the assets of the business at the two 
dates. He further points out that while 
the methods of book-keeping in the case 
of any particular business may obscure, 
it cannot destroy this result, and stressed 
the method of ascertaining profits in 
these words, In the absence of special 
stipulations to theecontrary ‘‘profits’’ in 
eases where the rights of third parties 
come in, mean actual profits, and they 
must be calculated* as closély as possible 
in accordance with the fundamental con- 
ception or definition to which I have 
referred. 

Here we have a statement of the balance 
sheet method of accounting for profits. In 
essence, the method rests on a comparison 
of realizable asset values at successive 
dates, usually yearly intervals, and reflects 
the great importance of the balance sheet 
in corporate accounting in years gone by. 
Singularly enough, the judgment neglects 
to mention the effect of variations in the 
liabilities in making the successive compari- 
sons of asset values. Further, the method 
neglects the accounting and economic con- 
cept of a business as a living organism, a 
going concern, and attempts to draw a pic- 
ture of profits from estimated static values. 
_ Fortunately, the rule laid down in this 
judgment for the ascertainment of profits 
has not been perpetuated. The case is 
ignificant to us at this stage as an illus- 
tration of a concept common in court judg- 


i 
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ments, namely the permanent nature of 
‘‘eapital’’ which is to be maintained before 
surplus or income may be determined. 
Just as accounting concepts of profit have 
changed, so too have legal decisions affect- 
ing the determination of taxable incomes, 
and in other cases we find decisions differ- 
ing from the above in that they rest upon 
a classification of assets. The classification 
recognizes a distinction between fixed and 
circulating assets, or as the Court decisions 
have it, between fixed capital and circu- 
lating capital. The important factor in 
these judgments is the function attributed 
to each of the two types of assets in the 
production of income. The legal view is 
possibly best explained in the oft-quoted 
ease of Atherton v. British Insulated and 
Helsby Cables Ltd., 10 T.C. In this ease 
the matter for decision was whether a lump 
sum payment by the Company to commence 
a superannuation fund for employees was 
deductible. The sum was the actuarially 
calculated amount necessary to provide for 
past years of service of a number of em- 
ployees of the Company. The Company 
won the first round, but subsequent appeal 
to the House of Lords gained a decision 
that the sum in question was capital outlay 
and not a revenue expense. It is from the 
speech of Lord Blanesburgh on that ocea- 
sion that we get the distinction between 
fixed and circulating capital. He said: 

It is now (1924) well settled that in 
the Income Tax Acts, unless the context 
requires a different meaning to be placed 
upon them, such words as ‘‘profits’’, 
‘‘gvains’’, and ‘‘eapital’’ are to be con- 
strued according to their ordinary signifi- 
cation in commerce or accountancy. 
That is an expression of opinion with 

which we can all whole-heartedly agree, 
‘but unforunately his Lordship went on to 
say : 

I do not myself see how any of these 
payments could properly be charged to 
‘apital account by any company which 
keeps its accounts on the double account 
system. And as the Income Tax Acts 
contemplate that accounts will be so kept, 
no other system need here be considered. 
Under that system, as is well known, the 
two accounts, capital and revenue, or 
trading account, as in business language 
it is~-usually termed, are separate 
accounts. The capital account is con- 
cerned with the Company’s fixed capital 

B 
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Capital and Revenue—continued. 

and its application. The revenue account 
is concerned with the Company’s trading 
or circulating capital and its application. 
Dividends may lawfully be paid although 
it may be the whole of the Company’s 
fixed capital has disappeared.” No profits 
available for dividend are, however, exis- 
tent, unless the Company’s trading capi- 
tal would remain intact after they had 
been distributed as such. ¢ 

This statement sets out the legal view of 
the functions of fixed assets or fixed capital 
on the one hand, and of circulating assets 
on the other. It visualizes business as being 
conducted with two funds, one for fixed 
assets from which neither profit nor loss 
or deduction can accrue, and the other 
fund for circulating assets, from the vari- 
ations in which are derived the periodic 
profits or losses. -This legal view is ex- 
pressed even more definitely by Lord 
Maemillan in Van den Bergh’s case in 
these words :‘°? 

Circulating capital is capital which is 
turned over and in the process of being 
turned over yields a profit or loss. Fixed 
capital is not involved directly in that 
process and remains unaffected by it. 
This curious piece of legal dicta has 

become well-established in the Courts and 
in the administration of the Act. Its effect, 
in the absence of statutory warrant, is to 
permanently divorce investment in fixed 
assets from the income stream. In appli- 
cation, it means that once an item of expen- 
diture is branded as being of a capital 
nature, it can never be claimed as a deduc- 
tion for the purposes of determining tax- 
able incomes. The economic and accounting 
concepts of the mingling of costs, of the 
absorption of the cost of fixed assets as well 
as that of free or circulating assets in the 
activities of business, and from which 
absorption flows a total cost to be matched 
against income in determining surplus, is 
thus negatived in favour of an artificial 
separation of the factors of production 
within the business. 

By contrast, the accounting view of the 
functions of fixed and current (or cireu- 
lating) assets in the production of income 
is well expressed as follows: 


‘ Quoted from Hannan—Principles of Income 
Taxation, Ch. 27. 
™ A. A. & G. E. Fitzgerald—P. 35, Form and 
Contents of Published Financial Statements. 
, 
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The most logical basis for distinction 
between current assets and fixed assets is 
according to the rate at which they will 
be consumed. Current assets are cash 
and its equivalents, and those assets 
which are intended to be, and in the 
ordinary course of the business ‘will be, 
converted into cash by collection, use or 
sale within a comparatively short period 
(say one year); fixed assets (which 
might better be called ‘‘long-term assets”’ 
or ‘‘unamortized long-term expendi- 
ture’’) are those which are intended to 
be, and in the ordinary course of busi- 
ness will be, converted into cash by use 
or, when the asset is retired, by sale, with 
a comparatively long period (say longer 
than one year). 

In the accounting statement of fune- 
tions, no distinction arises between 
capital expenditure and revenue expen- 
diture, or in legal terms, between fixed 
assets and circulating assets, for ‘‘In the 
long-run, all expenditure is cost, in the 
short-run, expenditure used or expired is 
current cost, expenditure unused or un- 
expired is deferred cost. Current cost 
appears in the profit and loss account, 
deferred cost in the balance sheet.” 
These differing views of the functions of 

fixed and current assets in the production 
of income are,a major reason for differ- 
ences between the determination of profits 
by accounting standards on the one hand, 
and profits determined for income tax pur- 
poses on the other hand. 


Having established the differing fune- 
tions of fixed and circulating capital for 
the purpose of determining taxable incomes, 
the Courts have gone further and have 
established a basis upon which can be deter- 
mined whether an item of expenditure is 
for capital purposes, and therefore not 
deductible in the calculation of assessable 
incomes, or whether it is for revenue pur- 
poses and therefore deductible. The most 
authoritative definition is that of Viscount 
Cave in the Atherton case. This speech 
has been quoted and relied upon to such 
an extent that it has become a widely- 
accepted test for this purpose. Mr. Hannan 
in his work") leaves us in no doubt that 
it is one of the tests applied in Australia 


o> A, A. & G. E. Fitzgerald—P. 34, Form and 
Contents of Published Financial Statements. 
©» Principles of Income Taxation, p. 315. 
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Capital and Revenue—continued. 

in the administration of Income Tax Law. 
The important sentence in the speech is 
quoted : 

But when an expenditure is made, not 
only once and for all, but with a view 
to bringing into existence an asset or 
advantage for the enduring benefit of a 
trade, I think that there is very good 
reason (in the absence of special cireum- 
stances leading to an opposite conclu- 

‘sion) for treating such an expenditure 

as properly attributable not to revenue 

but to capital. 

Lord Cave made it clear that he was 
expanding and more clearly defining a 
working rule stated by Lord Dunedin in 
Vallambrosa Rubber Coy. v. Farmer. 

Lord Dunedin said: ‘‘That in a rough 
way it was not a bad criterion of what is 
capital expenditure as against what is 
income expenditure to say that capital ex- 
penditure is a thing that is going to be 
spent once and for all and income expen- 
diture is a thing which is going to recur 
every year’’. 

Lord Cave also made it clear that he 


thoroughly understood that some items of 
capital expenditure could be of a recurring 


nature and that some revenue expenses 
could be made ‘‘once and for all’’, hence 
the expansion of Lord Dunedin’s rough 
criterion in order to get at the purpose or 
intention behind the expenditure. 

A recent Australian income tax case in 
which Lord Cave’s judgment was quoted 
with decisive effect was that of Associated 
Newspapers v. Federal Commissioner of 
Taxation (1938), 5 A.T.D., before the Full 
High Court. 

The question was whether the payment 
of a sum of £86,500 for the removal of 
opposition for a stated period of three 
years was an allowable deduction for tax- 
ation purposes. It was held that the expen- 
diture was a loss or outgoing of capital 
and not deductible. 

Latham, C.J., quoted Lord Cave in his 
decision and appeared to regard that as 
conclusive. 

_ Dixon, J., after stating that Lord Cave’s 
judgment had become a formula went on 
to say: 

More often than not an outlay of 
capital in establishing an organization or 
obtaining an asset of an _ intangible 
nature does -not produce a permanent 
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condition or advantage. Its efforts are 
exhausted over a period of time. In such 
cases the commercial practice of writing 
off the expenditure against revenue over 
a term of years or making a reserve to 
replace exhausted capital lessens the 
importance of the contrast. But in the 
assessment of incdme for taxation pur- 
poses severe limitations are placed upon 
the application of such a practice, the 
allowance of which is exceptional. 


It is quite evident from this quotation 
that Mr. Justice Dixon fully realised the 
difference between the accounting view of 
the absorption of ‘‘fixed capital’’ costs and 
that posed by legal decisions. It is also 
evident from other judgments that other 
Courts are generally well aware of the dis- 
tinction, and also of the effect of their 
judgments upon accounting practice. 


We can sum up the legal attitude by 
saying that the test for deductibility of an 
item of expenditure is to be found in the 
judgment of Lord Cave, and that once a 
decision has been reached on this basis as 
to whether a particular item is an item of 
capital expenditure or of revenue expen- 
diture, then Nr. Justice Dixon’s judgment 
applies and sets out the adjustment which 
must be made to accounting expenses to 
bring them into line with allowable deduc- 
tions for income tax purposes. If we ex- 
amine the ‘words of Lord Cave’s definition 
of capital expenditure from the accounting 
view we can find little at which to cavil. 
The definition seeks to get at the purpose 
which caused the expenditure, which is 
precisely what the accountant does, al- 
though what the Courts include under this 
rule as fixed capital expenditure, the 
accountant would undoubtedly term un- 
absorbed cost. Interpreted in accounting 
terminology, Lord Cave’s statement is one 
which could well find a place in any 
accountancy text book. Accountants would 
certainly agree with this rule, that if the 
expenditure would benefit future account- 
ing periods, it is not in the period of incur- 
rence a ‘‘revenue expense’’, but there our 
agreement would end. Accounting practice 
would insist that in the year of incurrence 
and in subsequent years, the relative pro- 
portions of that expenditure should be 
absorbed into costs to be matched against 
the incomes received in the periods which 
are benefited by the expenditure. 





12 The Australian Accountant 


? 
Capital and Revennue—continued. 
This is the vital difference between the 
accounting and legal views of the nature 
and function of ‘‘capital’’ expenditure. 


Statutory Deductions for “Fixed Capital 
Expenditure.” 


The general rule which we have just 
examined, that the cost of fixed ‘‘capital’’ 
or fixed assets is not an allowable deduction, 
is modified by the provisions of a number 
of sections in the present Income Tax 
Assessment Act. The sections are, from 
the legal standpoint, exceptions from the 
general rule, and are the only eases of 
‘*eapital expenditure’’ which are allowable 
deductions. We will consider several of 
these exceptions in detail, commencing with 


Depreciation (Sections 54-62 inclusive). 


Hannan sums up the legal attitude as 
follows.“*) ‘‘The simplest forms of appro- 
priation of profits are those made for the 
payment of dividends, or for special pur- 
poses such as reserves for doubtful debts, 
for taxation, or for depreciation of assets. 
The character of the sums thus set aside 
is now beyond reasonable question’’. With- 
out statutory warrant depreciation deduc- 
tions would be inadmissible on the legal 
ground that they represent losses of fixed 
capital. In brief, Sections 54-62 provide 
for the deduction of the cost of a fixed 
asset over its life at rates approved by the 
Commissioner. The taxpayer. has the 
option of choosing the prime cost or dimin- 
ishing balance method of writing off the 
asset; if no option is expressed, depreci- 
ation is based on the diminishing balance 
method. Possibly the official preference for 
the diminishing balance method arises from 
the findings of the 1932 Royal Commission 
that this method was applied in the 
majority of cases.“'5) The majority choice 
may possibly have changed in the interim. 
However, cause and effect may be confused 
here, for to achieve a prime cost basis a 
taxpayer must exercise a positive choice at 
the first time of claiming this particular 
deduction, whereas in the absence of such 
positive action, diminishing cost automati- 
eally applies. Under the circumstances it 
is not surprising that diminishing cost was 


“2 Principles of Income Taxation, p. 294. 
’ Third Report, paras. 558-9. 
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used by the majority. The Royal Commis. 
sion seemed to take the attitude that the 
annual rate did not matter much as the 
taxpayer always gets the benefit of a dedue. 
tion of the depreciated balance on disposal 
of the asset. This view is contrary to good 
accounting because it may mean that under 
the diminishing balance method, a series of 
decreasing allowances for depreciation is 
followed by an abnormally large allow. 
ance in the year of disposal. From the 
accounting viewpoint on the convention of 
the continuing business, the essence of the 
absorption of fixed assets into costs is con- 
tinuity and consistency. Departure from 
this basis impairs the utility of the 
accounts. Continuity and _ consistency 
support the preference for prime cost 
rather than for the diminishing balance 
method as at present applied, and powerful 
support is found for this view in the 
Recommendations of the Institute of Char- 
tered Accountants in ingland and 
Wales"*) which state that the prime cost 
basis is the most suitable method for gen- 
eral application. The diminishing balance 
method as applied in the administration of 
the Act is also deficient from the viewpoint 
of accounting standards in that under 
Income Tax Order No. 1217 the same rates 
of depreciation are applied irrespective of 
the method chosen. Accountants have long 
recognized that, to achieve the same absorp- 
tion into costs over the same period by each 
method, the rate applied on the diminishing 
balance method must be 23-4 times as great 
as that applied on the prime cost basis. For 
example, if an asset purchased for £1,000 
has an estimated life of 10 years, it will be 
written down at 10% p.a. by both methods 
for Income Tax purposes. Under prime 
cost methods, the cost will be whglly ab- 
sorbed at a regular rate of £100 p.a“during 
that period. Under the diminishing bal- 
ance method; there will still be an unab 
sorbed depreciated balance of £348 at the 
end of 10 years, £121 at the end of 20 years, 
and £42 at the end of 30 years. In facta 
rate of 25% to 40% p.a. will be necessaty 
to absorb £1,000 into costs in 10 years on 
a diminishing balance basis of calculation. 
The present special allowance (s. 57A) of 
20% initial depreciation does not invalidate 
these contentions, it merely gives a lower 
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Capital and Revenue—continued. 

commencing figure. From these consider- 
ations it would appear that two changes in 
the depreciation of assets for Income Tax 
purposes would be necessary in order to 
reconcile taxation allowances with modern 
accounting practice. They are 

1. A reversal of the choice of methods 

to place the emphasis of prime cost 
as the best basis. 

Amendment of Tax Order 1217 to 
provide different scales of rates which 
would apply to each method respec- 
tively. 

Amendments to the law along these lines 
would help in bringing the two views of 
eost absorption into line with each other. 
However, it is apparent that if the 
authorities can be brought to recognize that 
the legal distinction between the functions 
of fixed and circulating assets in the pro- 
duction of income is an artificial one and 
foreign to modern accounting concepts of 
the absorption of fixed costs, then many of 
the depreciation sections would be redun- 
dant and could be repealed. In fact, from 
the viewpoint of the accountant, the inclu- 
sion of separate sections making special 
provision for the deduction of depreciation 
in the calculation of income is quite super- 
fluous, as the accountant would consider 
the matter covered by the term ‘‘losses and 
outgoings’’ in Section 51. The accounting 
view is expressed in these words ‘‘A cur- 
rent asset (such as raw material) is norm- 
ally quickly used up in the manufacture 
of products; a fixed asset (such as machin- 
ery) is used up comparatively slowly. But, 
though the rate of consumption is slower, 
machinery is used up just as surely as raw 
material and for the same purpose, viz. the 
production of goods from which revenue is 
earned by sale. Therefore the cost of that 
part of the machinery which is used up is 
just as much a cost of earning revenue as 
is the cost of the raw material consumed. 
In other words, cost is not completely 
accounted for unless depreciation is taken 
into acceunt’’.1) 

The accounting and legal views of depre- 
tiation have a common denomingtor in 
agreeing that actual cost is the maximum 
amount which can be charged into costs 


f A. and G. E. 
Vontents of Published 
p. 23 
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over the life of the asset, and they are also 
in agreement in insisting that whatever 
basis of charging depreciation is adopted, 
it should be applied consistently throughout 
the life of the asset. 


Given this as basic, any business could 
well be left to determine its own policy for 
depreciation of fixed assets. Such freedom 
for the individual should not result in loss 
to the revenue as the total allowable deduc- 
tion would still be the same as at present 
In times of stable tax rates no loss of 
revenue should accrue, for it can easily be 
demonstrated that a period of over-absorp- 
tion of fixed costs must inevitably be fol 
lowed by a period of under-absorption in 
which profits rise and vice versa. Indeed 
we get the opposite allowed at 
present under the diminishing balance 
method, where an asset is sold for less than 
its dgpreciated value and a period of 
proven under-absorption of cost is followed 
by one period of over-absorption in the 
year of disposal. In times of variable tax 
rates some limitation of freedom may be 
necessary ‘‘to protect the revenue’’, al- 
though such need only be temporary to 
cover the year of change in the rates and 
need not be a permanent part of the legis- 
lation. 


process 


Some measure of freedom in the matter 
of depreciation allowances such as is sug- 
gested is already extended to mining busi- 
nesses (other than coal mines) under s. 122 
of the Act. Under this section, a deduction 
is allowed for a proportion of the capital 
expenditure on plant and development of 
the mine in any year. The proportion 
allowable is calculated on the basis of the 
estimated life of the mine at the date of the 
expenditure and is thus an application of 
the prime cost method. Furthermore, the 
estimated life of the mine may be changed 
in succeeding years, so that the initial cal- 
culation does not necessarily determine 
future writing-off. This permits the busi- 
ness to vary its depreciation or amortiza- 
tion charges with the requirements of the 
business from time to time, a freedom 
which is not readily available under the 
general depreciation sections. The need 
for such revision of original estimates often 
arises in the depreciation of assets in gen- 
eral businesses, and an extension of this 
kind of provision would seem to be desir- 
able. 
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Capital and Revenue—continued. 

Another difference between accounting 
practice and taxation allowances for depre- 
ciation is to be found in the fact that not 
all fixed assets are depreciable for taxation 
purposes. Any asset excluded from the 
definition of plant in s. 54 is automatically 
excluded from the depreciation provisions. 
One of the chief of such assets is buildings. 
(Some sections provide for depreciation of 
buildings of a particular type, but in 
general buildings are not depreciable.. Ex- 
amples of depreciable buildings are: Sec- 
tion 54 (2) structural improvements on 
land used for agricultural or pastoral pur- 
suits; Section 59B, depreciation of build- 
ings in consequence of use in connection 
with the war; Section 73A, buildings used 
for scientific research). From the pure 
accounting viewpoint of accounting for all 
costs incurred, the exclusion of any asset 
from deduction by way of depreciation is 
contrary to accounting conventions if the 
asset is used in the business or for the pur- 
poses of the business and suffers loss of 
value whilst being so used. This being so, 
a wider definition of ‘‘plant’’ in Section 54 
would be required to reconcile taxation 
depreciation provisions and the accounting 
concept of depreciation in this respect. In 
this connection it is interesting to note that 
a small annual depreciation for buildings is 
now permitted in New Zealand. 

In recent years we have had much dis- 
cussion amongst accountants on the advis- 
-ability of adopting replacement cost as the 
basis of depreciation of fixed assets. Such 
basis is, of course, not acceptable for tax- 
ation purposes, which insists on using 
actual cost, and in this, the taxation rule 
agrees with conventional accounting prac- 
tice. In matching cost of fixed assets ab- 
sorbed against income earned, the only 
objective cost which can be considered is 
actual cost incurred on the acquisition of 
the asset. Subsequent provision for asset 
replacement is essentially a matter to be 
considered in the disposition of income 
after the amount of the ‘‘pure’’ accounting 
income has been determined by the process 
of matching. If we adhere to the accepted 
accounting definition of depreciation, any 
amounts withheld from the profit statement 
for the replacement of assets in addition to 
normal depreciation allowances are not 
depreciation, they are special provisions 
for asset replacement in a time of rising 
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prices. From the accounting view, rising 
costs of replacing assets (fixed or current) 
are a signal that it is going to require more 
money capital to finance a given devel of 
business activity in the future than in the 
past. This increased money capital may 
be secured either from within the busineg 
by withholding from distribution portion 
of ascertained accounting profits, or from 
outside the business by raising more capital. 
Evidence of the extent to which the second 
of these methods is being relied upon is to 
be found in the great number of estab 
lished companies which have increased their 
capital and issued new shares- in recent 
years. 
Leases (Sections 83-89 inclusive 

In these sections we have a second ex. 
ample of a statutory exception to the rule 
that the cost of acquiring fixed assets or 
lasting benefits is not an allowable dedue- 
tion. The provisions of Section 88 are the 
example par excellence of the adoption of 
conventional accounting methods of cost 
absorption for the purpose of determining 
an allowable deduction under the Act. The 
section is quoted: 

88 (1) Where a taxpayer has paid any 
premium in respect of land, premises or 
machinery used for the purpose of pro 
ducing assessable income, and in the year 
of income, 

(a) he is the lessee of the land, prem- 

ises or machinery; or 

(b) : 

a proportionate part of the amount of 
that premium, arrived at by distributing 
that amount proportionately over the 
period of the lease unexpired at the date 
when the premium was paid, shall be an 
allowable deduction. 
Section 88 (2) makes a similar provision 
with respect to improvements made to 


‘leased property. 


An examination of the provisions reveals 
an exact correspondence with the account 
ing process of matching periodic costs and 
incomes. Firstly, the expenditure must be 
made ‘‘for the purpose of producing assess 
able income’’, or in accounting terms, for 
the pfrposes of the business. Secondly, the 
expenditure is spread proportionately over 
the period during which the benefit is de 
rived by the business. This is an example 
of the application of the prime cost method 
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Capital and Revenue—continued. 

of writing off ‘‘fixed capital’’ expenditure 
discussed earlier. The section is quite un- 
exceptionable from the accounting view 
except that, as with the depreciation pro- 
visions, it does not accomplish anything 
which would not be considered by account- 
ants to be covered by the terms ‘‘losses or 
outgoings’’ in the general provisions of 
Section 51, i.e. to accountants this would be 
a normal rather than an exceptional pro- 
eedure. 


Receipts on Disposal of Fixed Assets. 


It is not only in the matter of depreci- 
ation allowances that the legal and account- 
ing treatments differ. The two views differ 
considerably in their treatment of receipts 
from the disposal of depreciated assets. 
Such receipts are taxable under s. 59 to 
the extent to which they exceed the depreci- 
ated value of the asset at the date of sale, 
and are treated as part of the business 
income for the year in which they are 
received. Only that part of the sale price 
which exceeds the original cost is looked 
upon as a capital accretion and therefore 
not taxable as income. Mr. N. S. Young, 
in his lecture in the University of Western 
Australia,“ summarized the accountants’ 
view of business profits in four classifica- 
tions. His fourth classification deals with 
this question as under: 

An enterprise can earn profits from the 

following sources: 

d) From the realization of 
permanently used in the enter- 
prise and not held for the purpose 
of sale in the ordinary course of 
business (fixed assets) at an 
amount which exceeds the recorded 
eost (whether original or depreci- 
ated) or value (where a valuation 
has been substituted for cost) of 
such assets. Accountants gener- 
ally describe profits arising in this 
way as i. 


assets 


‘‘eapital profits 

Looked at in this light, no part of the 
receipts from the disposal of fixed assets 
tan be considered as part of the income or 
profits arising from the operations of the 
business during the period under review. 
The whole of any excess over depreciated 


The Australian Accountant, Feb. 1946: 
Accounting Concepts of Capital and Income. 
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value (not part thereof) is a capital accre- 
tion, and should be shown separately in 
the accounts. 


From the accounting viewpoint there is 
no essential difference between the pur- 
chase of a lease and the purchase of any 
other long-term benefit or asset. Each 
represents the pre-payment of future ab- 
sorbable costs. Similarly, receipts from the 
disposal of a lease over and above its depre 
ciated value would be treated as a capital 
increment in the same manner as receipts 
on the disposal of any other asset, and in 
doing so, accounting treatment would again 
be at variance with that required for tax- 
ation purposes. Under section 84 a tax- 
payer is assessable in respect of a premium 
received. The section reads: 

84 (1) The assessable income of a tax 
payer shall include, in addition to rent} 
any premium received by him in the year 
of income, and any Ansideration SO 
received for or in connection with his 
assent to any grant or assignment of a 
lease. 

The use of the words ‘‘any consideration 
so received’’ prevent the treatment of any 
part of the consideration received on the 
disposal of a depreciated lease as a capital 
increment. In this, the Act not only differs 
from accounting concepts of types of in- 
comes, but it is inconsistent within its own 
sections, in that it recognizes that a capital 
or non-taxable increment may accrue from 
the disposal of one kind of depreciated 
fixed asset, and denies that process with 
respect to another fixed asset. In fact, 
the inclusion of any ‘‘capital’’ profits in an 
Act which sets out to tax periodic incomes 
is in itself an exception to the normal type 
of income which is meant to be taxed, and 
the inclusion of capital gains in assessable 
incomes must be looked at in this light. 
Possibly the provisions are included to 
‘*protect the revenue’’ from the adjust- 
ments which would be effected in the valu- 
ation of assets on the disposal of a business, 
but even so, there is no reason why the 
rules should not be consistently applied to 
leases as well as to other assets. Added 
force is given to this contention by Section 
83 (2) which gives the Commissioner power 
to determine whether any value placed by 
the parties on a depreciated lease on its 
disposal is in fact a fair and reasonable 
value. 
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PART III—DIFFERING ATTITUDES TO PROVISION ACCOUNTING. 


The second important difference between 
the legal and the accounting methods of 
determining business incomes is to be found 
in their diverging attitudes in the match- 
ing of periodic costs and incomes. Whilst 
some concessions are made in our Act and 
its administration to what is known as 
accrual accounting, the legal attitude is 
quite definitely opposed to the accounting 
practice of making adequate provisions for 
known and expected but unpaid costs in 
determining periodic incomes. The two 
opposing views are clearly set out in the 
judgments delivered in the case of The 
Naval Colliery Co. Ltd. v. Commissioners 
of Inland Revenue (1928), 12 T.C. 


In brief, the matter for decision was as 
follows: The Colliery Company was lessee 
of certain mines, and in the covenants of 
the lease had agreed to keep them in good 
order, repair, afid free from water, ete. 
The Company’s accounting period was 
from Ist July to 30th June and in 1921 
a coal strike halted the Company’s activi- 
ties from 1st April to 2nd July. In pre- 
senting its Profit and Loss Account for the 
year ended 30th June, the Company 
allowed £37,808 as an estimate of the 
expense involved in re-conditioning the 
mine. The estimate of cost was the caleu- 
lation of expert mining engineers, not a 
guess by ar accountant. The damage was 
actually made good in the first six weeks 
of the succeeding accounting year. The 
decision went against the Company (by 
majority) and in seeking, the legal basis 
of the decision, part of the judgment of 
Lawrence, L.J., is worth recording here as 
under: 

Although the damage to the mine was 
no doubt oceasioned during the account- 
ing period and although during that 
period the Company was prevented by 
the strike from making the usual and 
necessary expenditure on labour and 
material for pumping, ete., yet the 
-ardinal fact remains that the Company 
did not during the period expend any 
money in making good the damage. The 
expenditure which the company subse- 
quently made in reconditioning the mine 
was not a normal current expenditure 
made in the ordinary course of business 
nor was it an expenditure made in res- 
pect of a liability which the Company 


had incurred for the purpose of earning 

profits during the accounting period. In 

these circumstances I think the Special 

Commissioners were right in declining to 

allow the Company to treat the money 

which is subsequently expended in mak- 
ing good the damage as an income expen- 
diture during the accounting period 

That statement is a complete negation of 
provision accounting and the periodic 
matching of costs and incomes as under- 
stood by the accountant. Implicit in what 
Lawrence, L.J., states as a cardinal faet 
‘‘that the Company did not during the 
period expend any money in making good 
the damage’’ is the idea that accounts 
should be kept on a cash basis, an idea 
long since rejected by accountants as being 
one which does not even give an approxi- 
mation to true periodic profits. 

The judgment goes on to draw the now 
familiar distinction between losses of fixed 
and circulating capital, and by determining 
that this is a loss of a fixed capital nature, 
to find a seeond reason for rejecting the 
item as a deductible expease. 

The Company appealed to the House of 
Lords which upheld the previous decision 
with Viscount Sumner rejecting the pro- 
cesses of provision accounting in these 
words : 

It seems to me like saying that a man 
is entitled to charge supper in his ex- 
penses for Sunday night because, though 
he went supperless to bed, he orders 
something extra for his breakfast on 
Monday morning. 

After reading these discouraging opin- 
ions, it is refreshing to turn to the opinion 
of Sargant, L.J., which although over-ruled 
as a minority opinion by the majority in 
the same case, does show that some judges 
do understand and accept accountancy 
teachings in this regard. Sargant, LJ., 
briefly reviewed the facts, the nature of the 
business, the stoppage, the nature of the 
expense, and after stressing that the terms 
of the lease were binding covenants involv- 
ing a fixed liability to repair, delivered 
himself thus: 

Indeed the statutory phrase ‘‘ balance 
of profits and gains’’ implies something 
in the nature of a credit and a debit 
account ... and it seems clear that prima 
facie apart from any direction or impli 
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Differing Attitudes to Provision Accounting— 
continued. 

eation to the contrary such an account 
would be ag ordinary profit and loss 
account. How then would the matter 
stand were the Company here making 
out an ordinary Profit and Loss Account 
for the three months in question? The 
answer must be that they would show as 
a debit the accrued liability in respect of 
the failure to keep their mines in work- 
ing condition. Any balance of profits 
and loss arrived at by omitting this item 
of liability would obviously be an en- 
tirely false and fictitious balance, and 
such as no auditor could properly pass. 
The omission would, I think, be compar- 
able to the omission of any provision for 
fixed surface rents payable by the Com- 
pany, or for rates, because it happened 
that such rent or rates were payable half- 
yearly and no half-yearly day of pay- 
ment actually fell within the three month 
accounting period in question. In each 
ease there is during the accounting 
period an accruing liability for repairs 
or for rent or for rates which is an in- 
come debit and has to be balanced against 
income credits, and the amount of the 
debit is the amount of the liability accru- 
ing during the accounting period, not 
the amount actually paid. 

These words need no embellishment. Few 
accountants would wish to state the 
accounting practice of provision accounting 
as applied to a particular instance, more 
clearly than this. In passing, it is worth 
noting that Sargant, L.J., was a practi- 
tioner in Equity Courts before becoming 
an Equity Court Judge, and had a wide 
experience in company and commercial 
eases. In other commercial cases in which 
he has given minority judgments which 
were over-ruled by the majority of judges, 
Sargant’s views have since been accepted 
and quoted in legal texts as the correct 
legal decision. 

The above is an application of the rule 
against provision accounting in a particu- 
lar case. In general, the use of the word 
“ineurred’’ in Section 51, allows a deduec- 
tion of expense where the legal liability to 
pay is quite definite, but payment has not 
in fact been made, i.e. it allows for accruals 
but not for provisions. Similarly Section 
25(1) requires a taxpayer to include in- 
come ‘‘derived’’ in his assessable income. 
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**Derived’’, in this sense, means 
obtained, acquired, and _ ineludes 
where the taxpayer has not actually 
received the money in cash but has had the 
benefit of the income. It does not usually 
make provision for the inclusion in income 
of unascertained sums deemed to have been 
earned during the period but not receivable 
until future periods. Such income will be 
assessed when received. 

In contrast with this, pure accounting 
profits are determined in the short period 
by matching income earned (which does 
not necessarily coincide with income ‘‘de- 
rived’’ for taxation purposes), with expen- 
diture incurred in earning that income (in- 
curred being used in the accounting sense 
of being expenditure applicable to the 
period under review, rather than in the 
legal sense of s. 51). 

In application, in the preparation of a 
profit and loss account, for a period, this 
process involves the making a series of 
estimates which include both accruals of 
and provisions for income deemed to have 
been earned in the period under review, 
and for accruals of and provision for ex- 
penditure deemed to be applicable to the 
earning of that income, or properly charge- 
able to that period. In making these pro- 
visions, the accountant is frequently guided 
by his cautionary doctrine of conservatism, 
and will thus hesitate to bring unascer- 
tained income to account; he will, on the 
other hand, require very strong reasons 
before deciding not to make provision for 
expenditure deemed to be applicable to the 
current period. 

The accountant proceeds in two ways in 
matching costs and incomes: 1. Specific 
product costs are charged against specific 
product incomes, and 2. Period costs, not 
applicable to specific products of specific 
incomes are charged against periodic in- 
comes to determine periodic profits. As 
pointed out above, estimates or the making 
of ‘‘provisions’’ are involved in the pro- 
cess. It shold be borne in mind that, 
although the original charge may be only 
an estimate, the proper use of provision 
accounts does ensure that over the long 
period, only actual ascertained costs are 
eventually charged against incomes. 
Therefore, provided the expenditure is 
‘“‘revenue’’ expenditure for taxation pur- 
poses, over the long period, taxation allow- 
able deductions equal accounting charges 


rot, 


cases 
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Differing Attitudes to Provision Accounting— 
continued. 

against profits. However, because of the 
legal denial of the processes of provision 
accounting, differences necessarily arise in 
the determination of short period profits 
for the two separate purposes, and in this 
regard, the accounting determination of 
profit is more scientific and gives a closer 
approach to true periodic profit than does 
the application of the Act. 


Statutory Recognition of Provision 
Accounting. 


Possibly the most common example of 
provision accounting is the making of a 
provision in the accounts for anticipated 
losses through bad debts. In selling goods, 
both the Act and accounting practice rec- 
ognize that income is derived at the time 
of sale when the property in the goods 
passes to the buyer, irrespective of 
whether the goods are paid for at that 
time or not. From that point on the treat- 
ment differs as accountants try to esti- 
mate true net income by making provision 
for expected realization losses against the 
incomes in respect of which they were 
incurred. Section 63 of the Act prevents 
the adoption of this method for the pur- 
pose of determining the taxable income 
and is a specific illustration of the general 
rule against provision accounting. 


The Act does provide a few illustrations 
of the adoption of the method for official 
purposes. One such exception is Section 
53A, which permits a taxpayer to deduct 
‘the estimated cost of deferred mainten- 
ance’’, i.e. maintenance charges accrued 
for repairs that could not actually be 
made because of labour and material 
shortages during the war. The reason 
given”? for the inclusion of this section 
was ‘‘so that taxpayers should not be 
called upon to pay tax on profits inflated 
because of enforced postponement of 
maintenance’. This is an application to 
a particular example of the reasoning 
adopted by the accountant in support of 
provision accounting generally. It should 
be noted that the allowable deduction is 
an estimated amount and that the provision 
is so drafted that, although the estimated 





“ Gunn & O’Neill—Guide to Commonwealth 
Income Tax, para. 137. 
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amount is allowed in the year in which the 
expenditure is caused, in the long run, the 
taxpayer only receives the benefit of a 
deduction for actual expenditure incurred, 
This section clearly embodies the account- 
ing concept of provision accounting in 
determining periodic profits. Another such 
section is s. 123 which provides for Mining 
Companies a method of writing off capital 
expenditure which is alternative to s. 122, 
discussed in Part II of this paper. In 
operation, s. 123 provides for an allowable 
deduction in a given year of so much of the 
assessable income as is expended or appro- 
priated for development cost. The tax- 
payer is here given an option of adopting 
a basis of making provision in one year for 
recovery of future capital expenditure. 
The section is likewise hedged about with 
provisions which ensure that ultimately, 
deductions allowed equal expenditure in- 
curred, and that unexpended balances must 
come back into the calculation of future 
incomes. In these two sections we have an 
acceptance of recognized accounting 
methods of determining periodic incomes 
on a provision basis; they are, however, 
exceptions from the general legal rule, 
exceptions which could with advantage be 
multiplied in the Act. It may be noted in 
passing that s. 53A permits, for a specifie 
purpose, the very kind of deduction on 
which the Naval Colliery Co. case was 
fought and lost. Unfortunately, the section 
is limited in scope and time, and is not of 
general application. Its introduction shows 
that the authorities are prepared to accept 
the validity of provision accounting in ex- 
ceptional circumstances, it now rests with 
accountants to establish its validity and 
secure its acceptance under normal condi- 
tions. 


Section 123 goes further than account- 
ancy in determining periodic profits as it 
allows as a deduction an amount which is 
clearly an appropriation of profits after 
they have been ascertained, and the two 
sections differ in this vital respect ; Section 
53A, deferred maintenance being a neces- 
sary charge in the determination of profit. 
Nevertheless, in the long run under s. 123, 
only amounts actually spent are realized 
deductions and the over-all effect of the 
sections is similar. 


One other minor difference may be noticed 
at this stage. It is in reference to accrual 
(Continued on Page 19) 
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INCOME—continued 


Differing Attitudes to Provision Accounting—There may be some good reason, of which I 


continued. 

accounting methods which may be adopted 
in interpreting the word ‘‘incurred’’ in 
s. 51. Section 72 varies this by prescribing 
that a deduction will be allowed for rates 
and taxes paid. Where the word paid is 
used, I understand it over-rides and gives 
a special meaning to the word incurred. 


PART IV—EXPENSES NECESSARILY 


The third major difference between 
accounting profits and taxable incomes is 
to be found in the two differing interpre- 
tations of losses or outgoings necessarily 
incurred in the production of income. 
Section 51 prescribes two tests for deduc- 
tibility of an item of ‘‘revenue’’ expendi- 
ture. The first test allows a deduction for 
losses or outgoings ‘‘incurred in gaining or 
producing the assessable income’’. This 
corresponds with the accountant’s proce- 
dure of matching specific product costs 
with specific product incomes. The second 
test is the allowance of a deduction for 
expenses ‘‘necessarily incurred in carrying 
on a business for the purpose of gaining or 
producing such income’’. This may be 
called a general test as it is possible under 
this clause to receive a deduction for the 
general expenses of a business, i.e. expenses 
which can not be related to specific incomes. 
In order to qualify as an allowable deduc- 
tion under either of these tests, any loss 
or outgoing must also satisfy the major test 
discussed in Part II of this paper, i.e. it 
must not be of a capital, private, or domes- 
tic nature, but must be a ‘‘revenue’’ ex- 
pense in the legal sense. It is in the appli- 
eation of the second of these tests that 
serious differences arise between taxation 
requirements and accounting practice. On 
this matter we have an authoritative state- 
ment of the rules followed in the adminis- 
tration of the Act in the work of Mr. Han- 
nan, who was a member of the Board of 
Review for many years. Mr. Hannan states 
as a fundamental rule governing the ascer- 
tainment of the taxable income,‘!® that 
“In the calculation of the income to be 
taxed, no deduction is allowable unless it 
represents a loss or outgoing incurred in 
the course of operations directed to the pro- 
duction of income’’. The important thing 


“ Principles of Income Taxation, p. 282. 


am not aware, for this variation, but in 
the absence of a very good reason, such 
minor variations from the general rule 
relating to accrual accounting only necessi- 
tate what are really unnecessary adjust- 
ments to accounting profits in determining 
taxable incomes. 


INCURRED IN PRODUCING INCOME 


about this working rule is the fact that the 
expenditure must be positively linked with 
the production of income. It is not suffici- 
ent to show that the expenditure is of a 
revenue rather than of a capital nature, 
it must also be directed to the production 
of income. As pointed out by the Royal 
Commission in its Third Report,“® it is 
frequently a very difficult matter to demon- 
strate that a particular item of expenditure 
is directed to the production of income, 
whilst on the other hand, it is relatively 
easy to determine that the loss or expense 
is incurred in the course of the conduct of 
the business. The test applied by account- 
ants differs from the legal tests in this 
way. Accountants will be prepared to 
charge against incomes any loss or expendi- 
ture which is incurred for the purposes of 
the business as distinct from the private or 
domestic purposes of the proprietor, and 
this charge against profits will be consid- 
ered proper whether the expenditure is 
directed to the production of income or not. 
In his matching of costs and incomes, the 
accountant thus interprets expenses ‘‘neces- 
sarily incurred in carrying on a business’’ 
on a wider basis than is set by legal require- 
ments. 


Many cases have been brought in this 
regard, and the rule against the accounting 
treatment of these expenses is well-estab- 
lished. 


Roebank Printing Co. Ltd. v. Commis- 
sioners of Inland Revenue (1928), 13 T.C., 
illustrates the point. In this case, the 
managing director of the company was 
remunerated by way of salary plus a per- 
centage of the profits, against which he was 
permitted to draw during each year prior 
to the determination of actual profits. Over 


a) At para. 552. 
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Expenses Incurred in Producing Income—contd. 
a period of years he had sometimes over- 
drawn and sometimes underdrawn his share 
of profits as finally ascertained. Eventu- 
ally when overdrawn by £3,391, he became 
bankrupt and the Company suffered a loss 
for which it claimed a deduction. Held 
claim disallowed, as it was not an expense 
or loss incurred in operations directed to 
the production of assessable income. Here 
we have a clear example of divergent views, 
as accountants would not hesitate to include 
such a loss as a debit in Profit and Loss 
Account as a loss incidental to the carry- 
ing on of the business during the year in 
which it was incurred. 

That the accounting treatment of these 
expenses is gradually securing recognition 
is demonstrated by the following extract 
from the judgment of Mr. Justice Dixon in 
Neville and Co. Ltd. v. Federal Commis- 
sioner of Taxes.” 

‘*The condition the provision expresses is 
satisfied if the expenditure was made in the 
given year or accounting period and is inci- 
dental and relevant to the operations or 
activities regularly carried on for the pro- 
duction of income.’’ Again per the same 
Judge in the Amalgamated Zine Case.‘?" 
‘‘A very wide application should be given 
to the expression ‘incurred in gaining or 
producing the assessable income’... As 
‘pointed out, the accounting treatment is 
wider and less rigid than that prescribed 
by the Act. 


Statutory Exception. 
Section 73A provides on exception to the 
rigid legal rule on these matters. Under 
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this section a taxpayer is allowed a special 
deduction in respect of expenditure on 
scientific research where such expenditure 
is not allowable as a deduction under any 
other section of the Act, and which is 
expenditure incurred by a taxpayer who is 
carrying on a business. The deduction 
allowed covers: 

Sections 73A (1) Payment to approved 
research institutes for scientific research 
related to the taxpayer’s own business, 
or research related to the class of busi- 
ness to which the taxpayer’s business 
belongs. 

Section 73A (1)(b) provides for a 
deduction of expenditure of a capital 
nature. 

Section 78 (1)(a@) permits a company 
to deduct gifts made to approved re- 
search institutes. 

Section 73A (8) (i) ensures that Scien- 
tific Research for business purposes 
comes within the ambit of s. 73A. 

In these cases, the expenditure could 
hardly be brought under the clause ‘‘in- 
curred in operations directed to the pro- 
duction of income’’, nor .need they be 
directed to the acquisition of assets, al- 
though in the long run the business may 
derive permanent benefit. They are thus 
exceptions to the general legal rules for 
determining deductibility. 

Other exceptions to these rules are: 

Section 71, Allowance for losses due to 
embezzlement or larceny. 

Settion 73 (3) Subscriptions paid for 
membership in any trade, business or 
professional association. 


PART V—VALUATION ACCOUNTING—TRADING STOCK 


differences between 
accounting profits and taxable incomes 
have been discussed. There remains one 
other important matter which I feel has a 
place in a lecture on this subject. 

The question of stock valuation at end of 
periods is a vital factor in determining 
income earned in any period. Present 
rising prices and high taxation make the 
problem even more vital now than before 


The three major 


“> Quoted from Hannan—Principles of Income 
Taxation, at p. 294. 

©” Quoted from Hannan—Principles of Income 
Taxation, at p. 303. 


the war, and is one reason for the earnest 
consideration given to this question by 
accountants, business men and the Commis- 
sioner in recent years. The important 
section is Section 31 which states, ‘‘The 
value of each article of trading stock (not 
being live stock) to be taken into account 
at the end of the year of income shall be, 
at the option of the taxpayer, its cost price 
or market selling value or the price at 
which it can be replaced.’’ If we alter the 
section to read ‘‘the lower of cost price, 
market selling value or the price at which 
it ean be replaced’’, we have a statement 
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Valuation Accounting—Trading Stock—contd. 
which may well have been taken directly 
from many an accountancy text. However, 
the section and its accountancy counter- 
part should be recognized for what they 
are, a last lingering relic of the process of 
determining profits on the basis of,a com- 
parison of net asset values in balance sheets 
at two successive dates. This view of profit 
determination has been displaced in recent 
years by the developing emphasis placed on 
the periodic profit statement as the vital 
statement for the measurement of achieved 
results. 


As long ago as 1873 a German Court 
summarized the processes of valuation 
accounting in these words, ‘??) ‘‘The idea of 
a fictitious instantaneous general realiza- 
tion ofall assets and liabilities is the con- 
cept underlying the Balanee Sheet, but at 
the same time, the viewpoint is that in 
reality the continuation and not the liquid- 
ation of the business is intended.’’ 


We may repeat, the idea of a fictitious 
instantaneous realization of trading stocks 
underlies the provisions of Section 31 and 
also underlies the accounting doctrine of 
conservatism in valuing stocks on hand. 
Interwoven with this is the idea of creating 
reserves, secret or otherwise, for the finan- 
cial benefit of the business. In recent years, 
accountants have shifted their ground from 
conservatism to consistency in reporting 
results which derive from matching costs 
incurred with income received. Powerwul 
factors in causing the change have been: 


1. The ever-widening spread of corpor- 
ate accounting, with growing empha- 
sis on profit reporting rather than 
Balance Sheet reporting. 

The important growth in the scope 
and weight of taxation on corporate 
incomes. 

The development of a ‘‘spirit of in- 
quiry’’, a critical examination of what 
they do and why they do it by 
accountants themselves. 

The development of the methods of 
cost accounting, which above all 
others, has directed attention to the 
problem of matching costs incurred 
with income received. 


™ Reported in Gilman—Accounting Concepts 


of Profit, p. 439. 
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In this changing period, the searchlight 
has been thrown on the accounting and tax- 
ation bases of stock valuations, and particu- 
larly from a costing viewpoint, various 
methods of valuing stocks at cost have been 
evolved. Their evolution was necessary to 
the processes of cost accounting in manu- 
facturing businesses. In these businesses, 
accounting for values of work in process of 
production rests on the convention of the 
transfer of values of material, labour and 
expense into the product being made, the 
convention being that the value of the pro- 
duct, completed or not, was simply the sum 
of the values of its component parts. The 
final result is a cost, a cost to be matched 
against sale prices to determine incomes. 
With variable purchase prices for similar 
materials used, the problem arose as to 
which price should be charged into costs. 
Various answers to the problem have been 
evolyed and their evolution has thrown new 
light on the problem of stock valuations. 
Methods in common use are to charge 
stocks into costs on the basis of : 

‘23)]._ Actual identifiable cost, 

2. First in first out, 
Last in first out, 


5 

4. Highest cost first out, 
>. Weighted average cost, 
6. Standard cost. 


Some of these methods were in use in 
general accounting before cost accountants 
took them over and adapted them to their 
specific purposes. Others were evolved by 
cost accountants and have since been 
adapted to merchandising accounting. The 
important point about the adoption of any 
of these methods for charging costs against 
incomes is that once the choice is made for 
cost purposes, the basis of valuation of clos- 
ing stocks is automatically determined, as- 
the value of stock on hand is the residue 
which remains in the Stock Account after 
costs have been charged out. Under this 
system, the Stock Account and astock 
records fulfil a true accounting function, 
as they will reveal values of stocks on hand 
at any time. Difficulties are met with here 
in making that balance on hand conform 
to the values allowed by Section 31, as in 
some of the cases listed above, the remain- 

© For a discussion of these methods see, 
Seott—Accounting for Stock in Trade. The 
Australian Accountant, Nov. 1947. 
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Valuation Accounting—Trading Stock—contd. 


der on hand will not be at cost, market 
selling price, or replacement value, and 
firms using such methods are faced with 
reconciling book values with allowable tax- 
ation values. Yet, and this is all-important, 
an accountant using any of the above 
methods consistently from period to period 
ean claim that he is charging actual cost 
of goods produced or of goods sold against 
incomes received. It would appear that 
accounting practice has outstripped legal 
provisions with respect to valuation of 
stocks on hand. 


The legal basis is still founded on the 
annual stocktaking and valuation, and we 
must admit that that is still the basis used 
by many businesses. In passing, it is worth 


noticing that whilst the Act insists on a 
valuation basis in accounting for the cur- 
rent asset, stock, it rejects that basis gor 
the current asset, debts, by refusing to 
allow provisions for doubtful debts. 


However, businesses which have adopted 
a perpetual inventory on one of the above 
bases of valuation have done away with 
the annual stocktaking in favour of a stock 
check spread over the year. The benefits 
to be derived are so obvious that the method 
must become more widely adopted, and 
amendment of the law to permit the use of 
accepted accounting methods is becoming 
essential. In this I am in agreement with 
Mr. W. M. Scott, who urged a similar 
reform in his lecture on Accounting for 
Stock-in-Trade in Melbourne last year. I 
would suggest that any accepted account- 
ing method of charging costs of material 
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or of stocks of goods into the profit state- 
ments, with the subsequent remainder being 
accepted as the value of stocks on hand, 
should be permitted for the purposes of the 
Act, provided the method adopted be 
applied consistently from period to period. 
Provision for the writing down of obsolete 
or damaged stock should also be included. 
Some such change as this is necessary in 
Section 31 to permit the full adoption of 
modern accounting methods in accounting 
for stocks. Strong support for this con- 
tention is to be found in similar legislation 
of The United States of America. Section 
212 (b) of the American Act of 1918 pro- 
vides'**) ‘*The net income shall be com- 
puted upon the basis of the taxpayer’s 
annual aceounting period in accordance 
with the method of accounting regularly 
employed in keeping the books of such tax- 
payer; but if no such method of account- 
ing has been so employed, or if the method 
employed does not clearly reflect the in- 
come, the computation shall be made upon 
such basis and in such manner as in the 
opinion of the Commissioner does clearly 
reflect the income.’’ 

Rule 45-under that Act provides that 
‘*Approved Standard methods of account- 
ing will ordinarily be regarded as clearly 
reflecting income’’ 

Every United States Taxation Act since 
1918 has contained a similar section and 
a similar rule. This is the kind of general 
rule which, applied in particular instances, 
would grant freedom to deal not only with 
Trading Stock but also with depreciations 
and provisions in accordance with accepted 
and developing accounting methods. 


PART VI—CONCLUSION 


We have considered what I believe to be 
the major causes of difference between pure 
accounting profits and taxable incomes as 
measured by the application of the Act. 
Other differences can be detected, but on 
examination, they prove to be particular 
applications of one or other of the main 
differences noted. One question which is 
left in the mind by any inquiry of this 
kind is whether there is any real reason 
why the differences should exist; whether 
the share of profits for the sleeping partner 
in every business should be determined on 
a different basis from that which is used to 


A common basis of measuring profits can 
be achieved either by subordinating the 
pure accounting concepts of profit for busi- 
ness purposes to conform with profits as 
measured by the Act; or oppositely, by 
making the legal measurement of profit 
conform with pure accounting methods. 
This latter process involves the question of 
tax reform. In my researches into this 
problem I have discussed taxation matters 
with many people and it has been brought 
home to me very forcibly that what most 


©“) From G. O. May—Journal of Accountancy, 
May, 1947.—Accounting and The Accountant in 


determine:the shares of the other partners.the Administration of Income Taxation. 
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Conclusion—continued. 

people mean when they speak of tax reform 
is lower rates of tax. To accountants en- 
gaged in measuring results, taxation reform 
means, not lower tax rates, although that is 
important to all of us, but rather a recon- 
ciliation of two divergent views as to what 
constitutes profit. In this reconciliation, 
whilst accountants hold fast to their con- 
ventions, concepts and standards, and 
whilst accounting thought and practice has 
a function and an existence separate from 
the functions or purposes or arbitrariness 
of the law, then to accountants, tax reform 
means reform of the legal concept of pro- 
fits, not the further circumscription of 
accounting thought and developing con- 
cepts in the measurement of incomes. In 
this connection it is worth noting that the 
1932-4 Royal Commission on Taxation re- 
jected the contention that taxable incomes 
could be determined by accounting 
methods. The Commission said :‘**) ‘‘The 
most extreme view expressed was that the 
admissibility of a deduction should be 
determined by the custom of accountants. 
The witness who expressed this opinion 
apparently shut his eyes to the fact that 
accountants have not yet been able to agree 
on the ascertainment of net profit, and that 
profits are not therefore capable of being 
determined by the application of a rigid 
rule.”’ 


That statement is true enough, and we 
must admit that there are serious and valid 
differences between accountants in the 
treatment of individual items in the 
accounts. However, accountancy thought 
and practice have moved far and fast in 
the intervening years in the matter of 
profit determination whilst legal definitions 
of profit, remaining fairly stable, have 
lagged behind. In any case, the Commis- 
sion overlooked the fact that the legal 
definition of profit is itself rigid, arbitrary 
and sometimes capricious, and not as scien- 
tific as the profit determined by accounting 
methods. Accountants recognize differences 
of opinion between themselves in account- 
ing treatment of incomes and expenses, but 
with our maturing knowledge has come the 
realization that consistent application of 
either of various alternatives is often more 
important in the long run than is the 


™ Third Repert, para. 551. 
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nature of the original decision. This 
applies with particular force to the treat- 
ment of several of the topics discussed in 
this paper. The comment of the Royal 
Commission has not the same validity today 
as when it was made, and a stronger case 
can be made out now for the amendment 
of parts of our Act to bring it into line 
with accounting practice. 


As long ago as 1920, a British Koyal 
Commission on Income Tax expressed itself 
on this question as follows:°® ‘‘We think 
that in that practical world which alone 
can be considered for the purposes of tax- 
ation, the income which represents the tax- 
able faculty is not a mathematical abstrac- 
tion but that net receipt which in the hands 
of its possessor is usually regarded as in- 
come, that is to say, as a receipt out of 
which current expenditure may be met.’’ 
Numerous Court judgments pay lip-service 
to the same principle—and proceed to give 
judgments which rest on the precedent of 
established cases and do not achieve the 
desired result. As the Courts are bound 


by their precedents as well as by the Act, 


any reform in the desired direction will 
entail an amendment to the Act. 


Even then we could not expect absolute 
correspondence between accounting profits 
and taxable incomes, for considerations 
other than those of accountancy enter into 
the field of income tax legislation. Further 
to this, it is a well-established principle” 
‘‘that the subject, whether poor and 
humble or wealthy and noble has the legal 
right so to dispose of his capital and income 
as to attract upon himself the least amount 
of tax.’’ This being so we must expect 
that differences between accounting profits 
and taxable incomes will continue because 
of the inclusion of clauses designed ‘‘to 
protect the revenue’’, and it is, of course, 
proper that such clauses should be there. 
Other restrictions would be necessary, as at 
present, to ensure that the taxable quantum 
would conform to pure accounting profit 
as determined by accounting standards and 
to eliminate the effect of policy or manage- 
ment decisions from profit determinavion. 
However, this should lead to only minor 
differences in income determination, and as 


© Quoted in First Report—Australian Royal 
Commission, para. 89. 


& Duke of Westminister vy. 


Inland Revenue, 19 T.C. 


Commissioners of 
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Conclusion—continued. 

I have tried to show in this paper we have 
at present wide differences in principle, 
major differences in profit determination 
some of which could well be removed. It is 
from the teachings of economists that we 
derive the dicta, that taxation should be 
equitable, that the taxable quantum should 
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¢ 
in the field of taxable business incomes, 
equity and certainty are best achieved by 
taxing the net income as ascertained by 
standard accounting methods for business 
purposes. Any departures from this are 
departures in principle and should rest 
only on the need to protect the revenue. 
or should be included to ensure the proper 


be defined with certainty. In application application of those accounting standards 
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ACCOUNTING PROCEDURE 
AND TECHNIQUE 


by 
H. E. LimMer, A.C.A.A., DIP. MECH. ENG. 


(Being a Synopsis of a lecture delivered before the Australasian Institute of Cost 
Accountants (Victorian Division) ) 


1. RELATIONSHIP OF COST AND FINANCIAL RECORDS. 

Relationship between Cost and Financial records is of three types: 

Separate records without any linkage at all—both records usually recon- 
ciled when financial accounts prepared; 

Separate records, but linked by means of control accounts; 

Cost Ledger as part of General Ledger by altering the account classifica- 
tion. 

The third method in the one recommended, as it provides the maximum of result 
with the minimum of clerical work. The principle is illustrated in the following 
classification of accounts covering a manufacturing business with three producing 
and two service departments. 

Important Note: This classification is not intended to be specifically adaptable to 
any particular undertaking, but has been designed to illustrate the principles involved : 
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® 
2. CLASSIFICATION OF ACCOUNTS. 


Assets: 
10 Cash 
11 Sundry Debtors 
12 Raw Material Stock Account 
13 Work in Process 
A—Producing Department 
1. Materials 
2. Labour 
3. Manufacturing Expense. 
B—Producing Department 
1. Materials 
2. Labour 
3. Manufacturing Expense. 
Producing Department 
1. Materials 
2. Labour 
3. Manufacturing Expense. 
(Note :—There is a tendency for Material in Process A/e. to 
be consolidated rather than departmentalised and in some cases 
to be eliminated altogether, materials remaining in a Stock A/e. 
until transferred to finished Goods A/c.) 
Finished Goods 
Other Current Assets 
Prepaid Expenses 
Deferred Tooling and Expenses 


Liabilities : 
20 Sundry Creditors 
21 Acerued Liabilities 
Capital Accounts 
Profit and Loss Account 


© 


Reserves 
Operating Account: 
30 Sales 
31 Cost of Sales 
32 Manufacturing Expense 
A—Producing Dept. ) Subdivided into: 
B- ~ ms | 1. Indirect Labour 
C ‘ t Processing and Operating Materials 
D—Service - | . Expense Tools 
E- si = | . Utilities Purchased (Light, Heat,) 
(Power, Water, ) 
(ete.) 


9 
» 
0 


Maintenance 
Insurance, Rates, Taxes, ete. 
Manufacturing Losses, Errors and 
Defects 
Fixed Charges 
9. Sundry Expenses 
10. Re-distributed Expense 
the account number covering Maintenance in Producing 
Department C would become: 


32.0.5 
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2.—Classification of Accounts—continued. 
Manufacturing Expense Absorbed 


33 


Price 


Use 
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A—Producing Department 
B— ” ” 
Cc— ”? ” 
Variation Account—Material 
A—Producing Department } Subdivided into: 
B— * < 1. Price 
Cc— a a" } 2. Use 
e.g., the account number covering the price imcrease over 
standard on material used in Department A would become 
34.A.1 


Variation Account—Labour 
A—Producing Department )} Subdivided into: 
B— Pa ss ‘ 1. Rate 
C— i a J 2. Efficiency. 
Variation Account—Manufacturing Expense 
A—Producing Department } Subdivided into: 
B— ie “6 > 1. Price 
Cc— ” ” 2. Use 
(Note :—In addition to the Price and Efficiency Variations, a 
further Variation Account covering the cost of idle time 
is sometimes employed. ) 


Commercial Expense—Selling 


—Administration 


” ” 


Non-trading Income and Deductions 


3. METHOD OF DETERMINING VARIANCES. 


Outside Purchases (Materials and Services) : 


Enter standard cost on to creditors invoices and obtain price 
variation by deduction. 
From issue requisitions specially marked or from rejection tags. 


Labour (Direct and Indirect) : 


Rate 


Multiply actual hours worked by difference between standard 
and actual rates. 


Efficiency Multiply actual units consumed by standard time per unit and 


subtract the result from actual hours paid for. The result mul- 
tiplied by standard price per hour represents the efficiency vari- 


ance amount. 
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PROBLEMS AFFECTING THE 
INSTALLATION OF STANDARDS 


by 


E. R. BOMPHREY, A.C.A.A., A.1.C.A. 


(Being a lecture given to the Australasian Institute of Cost Accountants, Victorian 
Division) 


1. Application of Standards. 

Standard costs can be applied to any 
industry where costs can be predetermined, 
but they are more economically suited to 
those industries which produce a standard- 
ised range of repetition production, where 
predetermined costs for all products or at 
least a great majority of products can be 
calculated at one time. For example, in 
the tyre industry costs can be predicted 
for the whole range of sizes of tyres at a 
given time: true a few new sizes may be 
introduced from time to time, but the fix- 
ing of standards for the newcomers is a 
simple matter. 


In jobbing plants, on the other hand, 
estimated costs are continually being pre- 
pared for individual and dis-similar jobs 
for quotation or tender purposes, but to 
incorporate these estimates in a standard 
cost accounting system, and to trace the 
variances would be costly, and would prob- 
ably give little advantage over an efficient 
job cost system which would provide an 
actual cost reasonably soon after the com- 
pletion of a particular job. 


So bearing in mind the need for expedi- 
ency and economy of operation the Cost 
Accountant will soon determine after sur- 
vey of products and processes whether or 
not standard costs are applicable to a par- 
ticular industry. 

Having determined that standard costs 
are to be installed let us then start by set- 
ting down our objects, and seeing what the 
installing accountant «is setting out to do. 


He is setting out to instal a system of 
records which will provide information to 
control expenditure, to price products, and 
to provide a basis for operating policies 
throughout the organisation. The method 
he will use is the preparation of standard 


unit costs and the calculation of variances, 
in groups, from these standard costs, anal- 
ysed by causes. 

Rather than deal with specific problems 
arising from standard cost installations I 
am going to consider three factors which, 
if given proper attention and consider- 
ation, will minimise these problems gener- 
ally. These factors are: 

Study of The Managerial Structure 
of the Organisation. 

Various Surveys. 

Planning by the Cost Accountant of 
the method of installation. 

Before he goes any further the Cost 
Accountant must clearly understand his 
own job—that it is to assist management 
by reporting on variances from a standard, 
and not to manage. 


2. Study of Managerial Structure. 


The Cost Accountant should obtain a 
Functional Organisation Chart, showing 
all Executives, Foremen and Technicians 
Study of this chart will show him where 
responsibility lies, and his own relative 
position in the scheme of things. It will 
enable him to formulate his reports struc- 
ture, he will see who will set his standards, 
who will provide the basic information for 
his records, and so on. 


If any faults are present in the organi- 
sation plan, it would be as well to see if 
improvements can be effected before the 
installation of the system, because cost con- 
trol cannot function effectively in a poorly 
organised plant where responsibilities are 
not clearly defined. 

Having considered the chart, the Cost 
Accountant should meet the managerial 


(contiuned on page 29) 
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THe INSTALLATION OF STANDARDS- 


Managerial Structure—continued. 


personnel, preferably at a conference, or 
series of conferences. 

It is essential that all concerned with 
management should have a crystal clear 
understanding of the purposes of the pro- 
posed installation—that it is not a destruc- 
tive criticism of management, but a tool or 
aid to be used by management to benefit 
the efficiency of the whole organisation, and 
it is suggested that a conference presided 
over by a senior executive will do much to 
establish this understanding, and to dispel 
antagonism by outlining the system, and its 
methods, and by defining the authority of 
the cost accountant and seeking co-oper- 
ation on his behalf. 


Incidentally, all executives should be in- 
eluded in these conferences because the 
modern Cost Accountant provides a com- 
plete service from manufacturing to dis- 
tribution, and every Manager, Foreman, 
and Technician will no doubt play a part 
in the establishment of standards and will 
partake ‘of the benefits provided by the 
system. 


The Cost Accountant will of course then 
meet the executives individually as dic- 
tated by the various needs of his install- 
ation, and it must be stressed here that the 
Cost Accountant must cultivate a practical 
outlook, for he is dealing with practical 
men who have little understanding of 
figures and more particularly of account- 
ing terminology. 


3. Surveys. 


The next step in the installation is for 
the Cost Accountant to make a series of 
Surveys in order to acquire knowledge 
about the operating methods, technicalities 
and pecularities of the industry and the 
organisation which employs him. 


No Cost Accountant can install a system 
from a comfortable office chair, if he is to 
‘reduce his problems to a minimum he must 
get out in the plant and see what. goes on, 
and furthermore he must take his assistant 
with him so that he too clearly understands 
all phases behind the installation. It is of 
little use, for example, to base standards on 
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continued. 


a schedule which says that there are 10 
machines in a certain department—very 
often you will find that two have been re- 
moved and somebody forgot to alter the 
schedule. 


Now these surveys fall into three cate- 
Financial Records, Production 
Data and Distribution Data. 


gories. 


4. Financial Records. 


Dealing with financial records first: 

The current accounting methods must be 
thoroughly reviewed, for the cost account- 
ant will be altering the accounts classifica- 
tion at least, and it is essential that he be 
thoroughly conversant with the existing 
system. Consideration must be given here 
to the Sales Analysis, for the Cost data 
must be lined up with the analysis of the 
Sales Account. He should pay particular 
attention to any existing costing system to 
see how much he should discard, and at 
what stage of the installation of his own 
system he should discontinue the old. 


5. Production Data. 


Under the heading of production the 
first matter to be considered is the type of 
product and the processes employed to pro- 
duce it, for this factor decides the type of 
cost system to be installed, units of pro- 
duction to be used, cost centres, and so on. 
Then we must consider the lay-out of the 
factory itself. The flow of productiog, the 
types of machinery in use, the situation of 
material and finished goods stores, service 
departments, ete., to enable us to fix logical 
cost centres and departments. 


Materials are then due for examination, 
the storage facilities available, the types 
and pecularities of raw materials, condi- 
tions of supply, proper inventory quanti- 
ties and so on. Next comes labour with the 
various awards operative within the in- 
dustry, existing incentive plans, time 
study, and general employee relationships, 
not to omit unions and their attitude to 
incentives ; for by reason of the work inci- 
dental to setting standards for labour cost, 
standard cost information is particularly 
adaptable for use in incentive payment 
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Production Data—continued 

plans, and finally and probably the most 
important of the surveys—a thorough re- 
view of the production engineering system 
in operation, because as we have learnt from 
an earlier speaker, proper production en- 
gineering is the foundation stone of a good 
standard cost system. Enquiry must be 


made as to what records are available of 
production, of transfers from one centre to 
another, and of the final passing of finished 
goods to the warehouse. 


6. Distribution Data. 

Details of marketing and distribution 
must be examined—whether sales are made 
to wholesalers, dealers, other manufac- 
turers, whether they are sold locally, 
nationally or are exported. Whether prices 
are fixed by competition—whether cus- 
tomers are numerous or limited and so on. 

And now we come to: 


7. The Planning of the Installation. 


The Cost Accountant by now will haye 
acquired a sound knowledge of the organti- 
sation and its products and will be pro- 
perly equipped for his next step — the 
planning of the installation—and only by 
careful longe-range planning before the 
actual installation will many errors and 
much unnecessary work be avoided. 


Let us then examine the various points 
to be considered in this planning. 


Firstly the reports which management 
needs should be designed. I cannot stress 
sufficiently the advantages to be gained 
using the executive reports as a basis for 
this planning. By designing his reports 
first, the installing accountant will erystal- 
lise his aims, and by so doing will greatly 
simplify his installation. He must con- 
sider such things as the relative importance 
of the various components of cost in his 
industry, for example in industries where 
production depends upon automatic mach- 
ines, labour cost is probably of relatively 
little importance when compared with 
materials or factory expense, he must con- 
sider the degree of analysis required in his 
variances, aS an example, in the rubber 


industry it would not be of much use to 
calculate a blanket material price variation 
which covered all materials, as two of them. 
for instance rubber and cotton fabric are 
subject to different price fluctuations, and 
the use of a blanket variance would distort 
product costs for tyres which use rubber 
and fabric, and tubes which use only 
rubber, and he must note which Executives 
and Foremen are responsible for the con- 
trol of the various variances. 


It is interesting to note here that the 
Cost Accountant should, largely, install the 
reports which he thinks management needs 
because if it is left to management to state 
its needs it will very often be found that 
the items where there are most inefficiencies 
are sometimes omitted from the requested 
reports. 


Having done this he can define his cost 
centres or departments. 


Now he can settle down to designing his 
system for the recording of the variances 
which entails a careful drawing up of the 
various forms required, always bearing in 
mind that they must be as simple as 
possible so as to require the least possible 
clerical work on the part of the production 
personnel, that they may be as few as 
possible so as not to interrupt production, 
and that they must provide for authori- 
sation by those persons who will be respon- 
sible for the actual control of expenditure. 
A Foreman can hardly be expected to be 
answerable for the use of material when 
he has not authorised its use. 


The Cost Accountant will know by his 
knowledge of the organisation whether he 
will be able to install his system completely 
from a certain date or whether he will have 
to effect its introduction by stages, and it is 
this fact which will influence the final step 
in his planning—deciding on the number 
and calibre of the clerks required for the 
Cost Department, when they and supplies 
of ledger sheets analysis forms, and other 
stationery as well as the office equipment, 
caleulating and accounting machines will 
be needed. 
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8. The Installation. 

And finally we come to the actual instal- 
lation of the system to record variances 
from standard cost. The details of the 
accounting procedures are treated else- 
where, and as we have already seen they 
may be introduced by stages or simultan- 
eously. Briefly the items to be considered 
are: 

(1) The setting of standards for each 
element of cost and the preparation 
of individual cost sheets for each 
item of production. 
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(2) Arrangements for accounting for 
material, either by Bills of Material 
or requisitions and for recording the 
flow of material from department te 
department and finally to ware- 
house, also arrangements for record- 
ing quantities of spoilt work. 


Arrangements for proper timekeep- 
ing systems and records of labour 
expended, and finally the assembly 
of data necessary to distribute fac- 
tory expense. 


SECTION 


TACDONALD, A.1.C.A 


THE AUDITING APPROACH TO VERIFICATION OF SUNDRY CREDITORS. 


by 


Many candidates fail in Auditing exami- 
nations because they approach the answer- 
ing of auditing problems from a_book- 
The study and practice of 
bookkeeping is closely related to that of 
auditing, but the two subjects require an 
entirely different outlook. 


keeping angle. 


Verification. 

While bookkeeping is the telling or 
setting out of the story of what has 
happened, auditing is ensuring that the 
story is in accord with the facts. 

Auditing means more than merely check- 
ing from one book to another; it involves: 
Book checking—checking the figures 
in the books with the records from 
which they are compiled; 
the obtaining of confirmatory evi- 
dence—obtaining as far as practic- 
able the confirmation of the position 
as shown from some source not cap- 
able of being manipulated by the 
members and employees of the firm ; 
testing of the position shown—test- 
ing by means of comparisons and the 
use of ratios to indicate possible 
errors or necessity for enquiry. 


(a) 


» 


sEE’’ 


One of tig best illustrations of the need 
for a complete verification procedure, as 
above, in the verification of Sundry 
Creditors figure in the balance sheet. 


Auditing Outlook. 

The auditor’s task is to satisfy himself 
by investigation and enquiry that the Bal- 
ance Sheet sets out the full amount and a 
correct description of the liabilities—that 
no liability has been omitted. An auditor 
views the liabilities section of balance sheet 
in the following light and plans his audit 
procedure accordingly : 


Auditor’s View of a Balance Sheet (Lia- 
bilities Section) Liabilities. 
(a) Full extent of the liabilities shown ; 
(b) correctly designated ; 
(c) correctly grouped under : 
current, 
long term, 
ete. 


Audit Procedure. 

The transactions making up each item in 
the Balance Sheet are summarised in a 
convenient form in the Ledger Account, 
and it serves as the natural and convenient 


Is 





32 The Australian Accountant 


Verification of Sundry Creditors—continued. 
base for controlling the plan of verification 
and its application. The audit proceeds 
from the Ledger Account to the subsidiary 
books, and not the reverse. The routine 
verification of the entries in the subsidiary 
books is usually completed before the 
Ledger entries are checked back to the 
subsidiary books. Total Accounts should 
be used as far as possible. 


‘ 
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Ledger Accounts. 


From the Ledger Account the strength 
and weaknesses of the audit can be assessed 
and also it can be seen if the auditor has 
satisfied himself that the Balance Sheet 
sets out the full extent of the liabilities. A 
summary survey of the audit procedure 
may be shown as follows: 


Crepitors TotaL ACCOUNT 


To Cash (1) 
Discount (2) 
Returns (3) 
3alanee e/d (4) 


Checked with receipts obtained. 
Discounts check with creditors 
receipts—See if accounts paid regu- 
larly and usual rate obtained. 

Test check with creditors’ monthly 
statements, credit notes, ete. 

List of creditors checked with monthly 
statements. 

Check subsequent month ® cash paid 
vouchers and’ purchase invoices. 
From Profit and Loss—check regular 
recurring expenses—rent, insurance, 
ete. heck date on last account paid 
to see that 12 months’ instalments are 
charged. 

Ratio checks and comparison. How 
many months outstanding. Any big 
increase in gross profit percentage. 
Previous figures compared. 

Review list for notes of creditors’ 
statements closing before end of 
month. See if all creditors are on 
closing list. 


A. Brown (Traveller ) 


in account with 


By Balance (5) 
Purchases (6) 


By Balance b/d 

(6) Invoices scrutinised and checked with 
Purchase Journal, Order Books inspee- 
ted. Advices of Shipments. Stores 
Received Book—test check. Customs 
Agents’ and Carters’ Accounts inspec- 
ted for large deliveries. Check with 
Stoek Records or Inventory. 


Particular attention must be given to 
the verification of special liabilities to see 
that none has been omitted or under stated. 
Solicitors’ Accounts received—Trade Gaz- 
ettes (Supreme Court writs and County 
Court Judgments)—Minute Books, ete. 
will be perused to discover any disputed 
outstanding claims, contracts signed, or 
securities given. 

A liability like Travellers’ remuneration 
is often poorly verified. A final cheek 
should be to obtain a signed statement of 
correctness from each traveller, preferably 
onee a month. 


THe A. A. CoMPANY 


a 
— 


To Cash £10 
Cash 10 
Cash 10 
Cash 10 
Cash 10 
Motor Exp. 2 
Balance 13 


June 


So ooooco 


—) 


£65 


| 


May 31 By Balance 


June 30 By Commission 


£65 0 0 


ee ee 
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Verification of Sundry Creditors—continued. 
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June 30 By Balance £13 0 0 


| hereby certify that the items set out in the above account are correct and that 
the balance, as at 30th June, 1948, was £13.0.0, owing to/by me. 


Date 1/7/1948. 


(Signed) (A. Brown. 


Note for Travellers—Should you not agree with any items shown in this state- 
ment the company should be notified immediately and the matter adjusted before 


the end of the month. 


This example is merely to stress the need 
to avoid a mechanical approach to an 
audit and the necessity of continually ask- 
ing: *‘Have I really verified that the posi- 
tion as shown, is so?’’ 


Conclusion. 


In answering auditing questions, it is 
important to understand what is wanted. 
Read the question through and then take 


it to pieces underlining each fact asked 
for, then give the facts asked for, and 
those only. 

Then again auditing is a practical sub- 
ject and the examiner looks for a practical 
approach. For this reason a candidate will 
need to make himself familiar with busi- 
ness procedure and forms if he is to make 
an intelligent approach to a practical ques- 
tion. 


ANSWERING AUDITING PAPERS 


by 


AN EXAMINER. 


Many excellent lectures have been given 
to accountancy students’ societies offering 
advice to candidates on methods to adopt 
in the examination room when answering 
the questions submitted to them. Account- 
ancy tutors also, in addition to imparting 
knowledge to their students, strongly stress 
special points to observe when dealing with 
the papers. Every examination, however, 
demonstrates that many candidates fail to 
observe these fundamental requirements, 
and lack of suecess in an examination is 
frequently due to faulty approach to the 
answering of some questions rather than to 
lack of knowledge. 

In the remarks that follow there will be 
little, if anything, that has not been fre- 
quently stated by tutors and examiners in 
the past, but the necessity of constantly 
bringing the points that are mentioned to 
the notice of students is very evident. 
These comments will be restricted to the 
auswering of auditing questions, but much 
will bel applicable to other subjects. The 
Intermediate Auditing paper of the Octo- 
ber, 1948, examinations of the Common- 
wealth Institute of Accountants and the 
answers furnished by candidates will be 
used for the purpose of illustration. 

“Read the Question”. This advice has 


been sounded over and over again in the 
past, and will continue to be in the future. 


But it is no exaggeration to say that in 
nearly half of the answers submitted at 
an examination there is evidence that in 
at least one question the candidate has 
not fully studied its terms. Before 
attempting to answer any question, the 
candidate should read it carefully several 
times,,underlining ayy words which he 
thinks will call for special attention. 
Having answered the question he should 
read it again to himself he has 
fully covered the requirements. 

What are the principal points to ob- 
serve when reading the question? 


(1) What is required? What does the 
question ask? In the first question of the 
recent Intermediate Auditing paper can- 
didates were asked to give definitions of® 
(a) an audit, (b) an audit programme, 
and (c) vouching. All that was required 
was a brief description in a few lines of 
the meaning of these terms. Many candi- 
dates wrote lengthy descriptions, at times 
covering more than a page, on the advan- 
tages and disadvantages of complete and 
continuous audits, and set out in elaborate 
detail a complete audit programme. All 
this is waste of time. It is unlikely that 
the examiner will award any additional 
marks for a treatise on something he has 
not asked for, if he bothers to read it at 
all. It is possible that the candidate in his 


assure 
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Answering Audit Papers—continued. 
unsolicited comments will display some 
weakness or lack of knowledge which may 
cause loss of marks. The examiner may 
find that a definition expressed in accurate 
terms is something memorised but not 
understood, as evidenced by the further 
statements, which are quite unnecessary, 
proffered by the candidate. Whilst it may 
be only right that his ignorance be exposed, 
and that he be given another six months’ 
study before being permitted to have his 
knowledge again tested, no candidate is 
expected to furnish proof of his lack of 
knowledge of something not contained in 
the paper. 

In another question in the paper candi- 
dates were asked how they would verify 
values given for interest accrued on invest- 
ments of a trader.who owned shares, deben- 
tures and government bonds. All that is 
asked for is verification of accrued interest ; 
nothing is said of dividends. Many can- 
didates, however, referred to accrued divi- 
dends on shares, and, if they omitted to 
state that any dividends could be included 
in the balance sheet only if they had actu- 
ally been declared, they were leaving them- 
selves liable for loss of marks. 

In the fifth question, candidates were 
informed of a country ‘client who asked 
his auditor what lists or schedules he, the 
client, should preparé in readiness for the 
auditor. Quite a number of the answers 
dealt with the books, invoices, vouchers, 
and other documents, that the auditor 
might wish to have available for his inspec- 
tion, and said little, and sometimes nothing, 
of lists. 

In the last question of the paper, candi- 
dates frequently read a request as to how 
the auditor would check payment of wages 
where no receipts are obtained, as ‘‘ What 
would be a good system of internal check 
in such cirecumstances?’’ and omitted all 
reference to audit or touched on it very 
casually. 

(2) Is the question of a general nature 
or does it apply to a particular set of 
circumstances? The neglect to note this 
is a common fault and was very evident 
at the last examination in the paper with 
which we are concerned. 

In the question on verification of cer- 
tain assets and liabilities, referred to 
above, candidates were informed of cer- 
tain facts about a trader, and were then 
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asked how the value of such balance sheet 
items would be checked. <A very large 
number of examinees ignored the facts 
supplied and treated the question as one 
dealing with the valuation of such items 
generally. Thus in many cases they re- 
ferred to rent amongst payments in 
advance and accrued charges owing, al- 
though the question stated specifically 
that the trader concerned owned his 
business property. 

(3) Is the question concerned with a 
sole person, a partnership, a company, or 
some other concern? It is evident that 
this point escapes attention frequently, 
The second question of the paper dealt 
with the general journal of “a trader” 
It was not uncommon for entries applic- 
able only to a company to be included in 
the answer. 

In question No. 5 where the auditor is 
to ask for lists and schedules to facilitate 
his audit, some examinees asked for lists 
of shareholders, calls in arrears, and the 
like. If the concern ‘with which a question 
deals is a company this will always be 
clearly indicated. 

There are usually some examples of 
extreme carelessness in this respect, for 
example, question No. 7 asked for the 
particular points to give attention in the 
audit of a partnership. In a fevs instances 
candidates read this as company and sub- 
mitted an answer which was, of course, 
worthless. 

(4) What is the nature of the business 
of the concern with which the question 
treats? Carelessness in observing this 
frequently results in the main points re- 
quired by the examiner being missed. 
It is in answers to the final auditing paper 
that such faults are most apparent. 

Incidentally, insufficient attention ap- 
pears to be given to that portion of the 
final syllabus which requires a knowledge 
of audit programmes and special features 
of the audit of various classes of business. 
Questions of this nature are nanalliy beodll 
answered. 

(5) Is the question limited to the 
special points mentioned, or is a wider 
treatment necessary? This may be re- 
garded as an extension of the matter 
already considered, viz., what is required! 
It is worthy, however, of classification 
separately. Taking a further example 
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Answering Audit Papers—continued. 
from the intermediate auditing paper of 
October last, we find that a question is 
asked on the audit of partnership ac- 
counts. It reads, ‘‘To what particular 
points, apart from the usual routine of the 
audit, would you give your attention?’’ 
It should be evident, therefore, that only 
those points peculiar to a partnership audit 
are required. Many candidates in listing 
some ten or so points wgre satisfied to 
include as one of them ‘‘ Read the partner- 
ship agreement and see that it is adhered 
to’’ or words to that effect. The other 
points listed sometimes covered few, if any, 
features not common to the audit of the 
accounts of a sole trader or trading com- 
pany. What is required, of course, is a 
fairly full treatment of the points relating 
to accounts and audit which should appear 
in the partnership agreement or, if not 
contained therein, should be ascertained 
from the partners or, as a last resource, the 
Partnership Act, if no agreement can be 
otherwise determined between the partners. 
Question No. 4, alluded to several times 
in this article, is of a different category. 
There certain facts are given about a 
trader who owns his property and has 
certain investments. The candidate is 
asked, inter alia, how to verify his pay- 
ments in advance and his accrued charges 
awing. Quite a large number of candidates 
interpreted these items as applying only to 
his investments and answered accordingly. 
There is nothing in the question to justify 
this assumption; a little thought on‘ the 
part of the candidate would: make him 
realise that there could be other payments 
in advanee, e.g., rates, insurance, advertis- 
ing, and other accrued charges owing, e.g., 
rates, wages, interest on overdraft. 
Therefore, where emphasis is given to 
certain points, the candidate should be care- 
ful not to assume, unless the question 
clearly states such to be the case, that 
those points only are to be considered. 
Twelve months ago a question was asked 
on the audit of bank reconciliation state- 
ments, in which there were receipts in 
cash book not appearing in bank pass book 
and a considerable number of outstanding 
cheques. Very many examinees considered 
mly these two points, viz., cash unbanked 
at balancing date, and outstanding cheques. 
Care must be taken to see that the question 
8 answered fully, not only the special 
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points contained in the terms of the ques- 
tion. 


(6) If an auditing paper, is the ques- 
tion answered from the standpoint of an 
auditor? A lack of the proper distinction 
between the functions of the accountant 
and the auditor is very commonly shown 
in answers. The candidate must answer 
the paper from the audit viewpoint, that 
is, checking the work of others. 

The vagueness as to where the account- 
ant’s work ends and the auditor’s work 
begins was noticeable in the question in 
the recent auditing paper on the use of 
the bank pass book. Quite a few candi- 
dates stated that the auditor would enter 
in the cash book the entries originating 
in the pass book, such as bank charges. 
Many more said that the auditor would 
prepare a reconciliation statement. These 
are no part of the auditor’s work. They 
should be done by the accountant or boek- 
keeper. The auditor will check and 
verify them. 

Again in the question on checking of 
wages paid, many candidates spoke on the 
institution of a system of internal check. 
The auditor could recommend such a 
system, but it would not be in his pro- 
vinee as auditor to direct what his client 
or his client’s employees sHould do in the 
matter, or to install the system without 
being authorised to do so. 


(7) In answering the question have the 
most obvious points been omitted? Some 
candidates overlook the most obvious 
matters, apparently on the basis that they 
are so obvious they are not worth men- 
tioning. In the question in ‘the recent 
paper on the nature of the entries which 
would appear in the general journal many 
answers made no reference to balance day 
adjustments and closing transfers of bal- 
ances to profit and loss account, ete. They 


were apparently so interested in imagin- 
ing unusual occurrences that would have 
to be recorded in the journal that the 
types of entries regularly and consistently 
appearing therein were overlooked. 

At a recent examination in a question 
on checking of vouchers and receipts it 


was astonishing how many candidates 
failed to state that they should see that 
amounts shown on vouchers and reeeipts 
should agree with shown in cash 
book. That it was originally an oversight 


those 
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Answering Audit Papers—continued. 

with some was shown by the fact that 
quite a number had crammed in a refer- 
ence to this later, apparently when read- 
ing over what they had written. 

In the same auditing paper, October 
1947, candidates frequently supplied a 
very good answer on the audit of petty 
cash, yet omitted the one that is probably 
the most important, viz., to see that the 
amounts received by petty cashier are 
correctly recorded. In this case and the 
one just previously cited it is probable 
that many candidates would be astonished 
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to learn that they had omitted the pointy 
to which reference has been made. 

In conclusion, it cannot be too strongly 
urged that candidates should pay the 
most careful attention to the wording of] 
questions. It is bad policy to spend 
months in careful study and then to throw 
away a chance of passing by too great? 
haste in the examination room. Time 
spent on reading a question is well spent. 
At every examination quite a few of the 
failures are due to neglect to answer one 
or more questions according to their 
terms. 7 


LEGAL SECTION 


Edited by M. C. TENIson Woops, LL.B. 


RECOVERY OF EXCESS PAID OVER MAXIMUM FIXED PRICE UNDER 
HIRE PURCHASE AGREEMENT. 


The appellant and the respondent en- 
tered into a hire purchase agreement under 
which the latter purchased from the former 
a motor car described as a 1935 model 
Hupmobile, the fixed ‘‘terms price’’ of 
which under the National Security (Prices) 
Regulations was £357 8s. Although neither 
party knew it at the time of sale, the car 
was in fact a 1934, and not a 1935, model, 
for which the maximum ‘‘terms price’’ was 
£257 4s. 

Regulation -29 (1)(a) of the above-men- 
tioned Prices Regulations provided that a 
person shall not sell or offer for sale any 
declared goods at a greater price than the 
maximum price figed in relation thereto 
under those regulations for the sale of 
those goods; and regulation 29 (1a) pro- 
vides that in addition to any other penalty 
that may be imposed for a breach of the 
above sub-regulation 29 (1), the Court may 
order the defendant to refund to the pur- 
chaser the difference between the maximum 
price so fixed and the price at which the 
goods were sold. 

The respondent fell into arrears in his 
payments, and the appellant, after making 
demand for possession of the car, took pro- 


ceedings against the respondent under s. 32 
of the Police Offences Act 1901 (a 
amended by the Hire Purchase Agreements 
Act 1941) (N.S.W.), which provides g 
summary means whereby a person entitled) 
to possession of goods may obtain an ordery 
from a magistrate for their delivery. The 
section further provides that the magistrate 
may direct that, in the event of failure @ 
deliver up the goods, the person against} 
whom the order is made shall forfeit to they 
person claiming the goods the full value off 
such goods which value the Justice shall] 
determine. The magistrate stated a case) 
under s. 101 of the Justices Act, 1902, for 
the opinion of the Supreme Court whieh 
held: 4 
(1) Regulation 29 of the above Regula 
tions did not totally avoid the sale 
and for the purposes (inter alia) & 
passing the property regarded the 
sale as a valid transaction. 
But the vendor who had sold at 
sum in excess of that allowed by law 
eould not seek the aid of the Cout® 
to recover such unlawful exces 
Williams v. Atkin (1948), 65 NSW 
W.N. 146. : 








